Duke Library Service Center 


D01142660J 





DUKE UNIVERSITY LIBRARY 
DURHAM, N. C. 





Form 934—20M—7-35 


Digitized by the Internet Archive 
in 2022 with funding from 
Duke University Libraries 


4 


https://archive.org/details/balancingbudgetfOOuniv 





PUBLIC POLICY PAMPHLETS No. 1 


HARRY D. GIDEONSE, Editor 


BALANCING 
THE BUDGET 


FEDERAL FISCAL POLICY DURING 
DEPRESSION 


A STATEMENT BY A UNIVERSITY OF 
CHICAGO ROUND TABLE 





~~ >=—91E UNIVERSITY OF CHICAGO PRESS 


CHICAGO - ILLINOIS 


> 
W 








ALL RIGHTS RESERVED. PUBLISHED JANUAR 
SECOND IMPRESSION MARCH 1933 





COMPOSED AND PRINTED BY THE UNIVERSITY OF CHICAGO 
CHICAGO, ILLINOIS, U.S.A. y 


INTRODUCTION BY THE EDITOR 


For many months there has been much discussion of 
balancing the federal budget. Unfortunately, most of those 
who have participated in the discussion have not been careful 
to define what they mean by balancing the budget or to 
analyze fully the problems involved. Evidently not a few 
have assumed that all outlays, whether for ordinary operat- 
ing expenses, capital investments, loans, or emergency relief, 
should be covered by tax and miscellaneous revenues for the 
year. Informal discussion of the subject by some of the 
signers of this memorandum led to the formation of a round 
table which, beginning early in November last, held a series 
of meetings. A committee of three drafted a memorandum; 
this was considered by five economists who have specialized 
in government finance, a number of political scientists, and 
an equally large number of experts officially connected with 
associations in the field of public administration. A some- 
what revised memorandum was then prepared and another 
meeting held. Working in this way, the statement herewith 
printed was evolved by the eleven persons who have signed it. 

This is the first of a series of Public Policy Pamphlets 
which the University of Chicago Press is planning to publish. 
Frequently the scholarly journals give no attention at all to 
problems that have an acute but temporary interest, while 
the ordinary magazines can print little but superficial com- 
ment. The University might well perform a valuable public 
service by making available to the public whatever special 
training and information it may have at its disposal. The con- 
tinuation of such a series will, of course, depend upon its re- 
ception by the public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 

Harry D. GipEonsE 

January 16, 1933. 
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FEDERAL BUDGETARY POLICY DURING 
A DEPRESSION 


Few problems confronting the American public transcend 
in importance that of federal financial policy. There appears 
to be grave danger that in balancing its budget the federal 
government may adopt policies, the inevitable consequence 
of which will be the retardation of business recovery and the 
impairment of the social usefulness of government. These 
evil consequences can be avoided. 

In determining its fiscal policy for the coming year the 
federal government is faced with these major questions: 

1. How should the budget be balanced? 

2. Should expenditures be reduced? 

3. What taxation policies and devices should be adopted? 

4. What should be the debt policy of the national govern- 

ment in the near future? 


The purpose of this memorandum is to shed light on these 
questions and to make such constructive suggestions as ap- 
pear to be in point. 

The determination of policies to be followed in dealing 
with governmental budgets concerns state and local units as 
well as the federal government. Though the principles to be 
observed are almost identical, they are capable of wider ap- 
plication to federal finances than to the finances of the state 
and local governments. In one important respect there is a 
vital difference between the fiscal operations of the national 
and those of other political units. For the federal government 
has control over the monetary system of the country, and its 
fiscal policies can and should be controlled with reference to 
the monetary and credit situation of the nation. The activi- 
ties of the national government are of greater importance in 
reference to the swings of the business cycle than are those of 
state and local governments. Although this memorandum is 
primarily concerned with the issues of policy confronting the 
federal government, some of the fundamental principles 
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herein discussed may find proper application in the financial 
programs of other governmental bodies. 

The present economic depression did not materially affect 
the fiscal operations of the federal government until the year 
1931. Beginning in 1920 and extending to 1930 a series of 
annual surpluses accrued to the Treasury. At the end of the 
fiscal year 1930 the surplus approximated $184,000,000, but 
the fiscal year 1931 closed with a deficit of over $903,000,000. 
At the end of the fiscal year on June 30, 1932, the annual 
deficit had grown to $2,473,000,000, exclusive of debt retire- 
ment charges. To prevent a recurrence of deficits in 1933, ex- 
penditures were pruned and additional taxes were imposed; 
but these measures have not prevented the recurrence of a 
fiscal deficit. In his budget message to Congress, President 
Hoover estimated that the deficit for the fiscal year 1933 
would be approximately $1,146,000,000 exclusive of public 
debt retirements, which now may be affected by the failure 
of some of the European countries to make payments on ac- 
count of their war debts. These payments have hitherto been 
devoted primarily to the retirement of the national public 
debt, and the consequences of their reduction or discontinu- 
ance must be faced in developing the federal] fiscal policy. 


‘Unless otherwise specified, all references to years are to fiscal years 
ending June 30 of the year specified. 


[3] 


284044 


I 
BALANCING THE BUDGET 


Should the 1934 budget be balanced? If so, how? These 
questions can be answered only by getting a clear idea of the 
nature of the budget and of precisely what is to be balanced. 


NATURE OF BUDGET 


The federal budget for 1933-34 was presented to Congress 
by the President on December 8, 1932. It outlined a program 
of expenditures and presented revenue estimates presumed to 
be sufficient to carry into execution the activities indicated 
during the next fiscal year, except such as will be covered in 
the ever-recurrent deficiency bill. The executive budget 
recommends to Congress a program of activities, but the sums 
made available by Congress for expenditure during the ensu- 
ing year remain partially within the control of the executive. 
The amounts made available by appropriation need not 
necessarily be spent. Frequently, by executive order, as in the 
case of the naval limitations agreements affecting battleship 
construction, sums designated in the budget are “salvaged” 
or “recaptured.” 

On the revenue side of the budget, the power of the govern- 
ment is somewhat more limited. The budget should present 
honest estimates of probable income; but whatever the degree 
of care with which estimates are made, errors are inevitable. 
Apart from providing an efficient administrative and collec- 
tion system, the government cannot control the payment of 
taxes, which will depend upon the ability, and to some extent 
on the will, of taxpayers to pay taxes. The recent decline in 
federal revenues, particularly from personal income taxes, 
reflects clearly the impairment of the economic circumstances 
of taxpayers. 

BALANCING THE BUDGET 


“Balancing the budget” should be used to mean the at- 
tempt to secure sufficient revenue to defray the expenditures 
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of government. That portion of the budget not covered by 
revenues may be considered as unbalanced. Funds to meet 
the fiscal requirements of the unbalanced portion can be 
secured (1) by short-term borrowings, (2) by long-term fund- 
ing, or (3) by issuance of fiat money. Given an expenditure 
program, the question Congress faces is: How much of the 
needed revenues should be obtained by taxation and how 
much by borrowing? 

This question can be answered only after the expenditure 
program of the federal government is carefully analyzed. It is 
often erroneously assumed that every item of expenditure, 
regardless of its nature, should be covered by revenues derived 
exclusively from current taxation and miscellaneous current 
sources. Certain types of expenditures which ordinarily 
should be financed by current taxation may properly be 
financed by borrowing during a depression period. 

Those expenditures which should be financed from current 
revenues can best be seen by the listing of items which need 
not be so financed. Among the types of expenditure which in 
this emergency should zo be financed from current taxation 
are the following: 


1. Non-recurrent emergency expenditures. 

2. Loans and investments. 

3. Expenditures for public works. 

4. Permanent appropriations not to be spent during the 
current fiscal year. 

5. Public debt retirements. 


With the foregoing items excluded, the aim of the Treasury 
for the fiscal year 1934 should be to finance only normal 
operating expenses from current revenues. Relief, invest- 
ments, loans, and public works should be financed from 
borrowings; and the federal debt during the next fiscal year 
should be increased by a sum not less than the amounts so 
expended. 

In a period of prosperity some of the items for which bor- 
rowing should now be resorted to may properly be financed 
by taxation. In a deep depression the injury inflicted upon 
taxpayers by requiring them to defray the cost of every gov- 
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ernmental activity by current taxation in order to avoid 
increasing the public debt appears to be greater than can be 
justified. Of course, it is necessary to avoid borrowing to such 
an extent that the credit of the government becomes serious- 
ly impaired. But the credit strength of the government can 
be maintained without resort to taxation measures of such 
severity as to threaten to prolong the existing depression. 


NON-RECURRENT EMERGENCY EXPENDITURES 


The public should not be called upon at this time to 
furnish funds by taxation to finance non-recurrent emergency 
expenditures. The burden of normal taxation has already 
been made severe by the shrunken incomes and losses of the 
depression, to which have been added the weight of emergency 
taxes enacted by the last Congress. It is not desirable that 
relief from unforeseen disasters or flood, for example, should 
under existing circumstances be provided by current taxation. 


LOANS AND INVESTMENTS 


It is also inappropriate at this time to raise funds by taxa- 
tion for investment and loan purposes. Subscription to the 
stock of government-owned corporations is a practice almost 
as old as the Republic, dating back to the formation of the 
Bank of North America in 1781. Among the other corpora- 
tions to which the government has subscribed capital are the 
Panama Railroad Company, the United States Shipping 
Board, the Federal Land Bank, the Federal Intermediate 
Credit Banks, and the Reconstruction Finance Corporation. 
In some instances these subscriptions resemble other govern- 
mental expenditures, being only a method of financing par- 
ticular services; in other cases they resemble ordinary in- 
vestments or loans of government credit. The sums so ad- 
vanced have often been returned to the Treasury, some of 
them yielding substantial profits, others huge losses. In the 
fiscal year 1932 the Treasury subscribed $500,000,000 to the 
Reconstruction Finance Corporation and $125,000,000 to 
the Federal Land Banks. Similar advances do not appear to 
have been included in the 1934 budget; but should additions 
to the capital of these agencies become necessary, or should 
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similar plans be adopted by Congress during the present 
emergency, the funds should be secured by borrowing, pro- 
vision being made from current revenues for the creation of 
reserves for such losses of capital as may now reasonably be 
anticipated. 

That many of these advances are merely loans of govern- 
ment credit is apparent from the operations of the Recon- 
struction Finance Corporation. Created with a capital of 
$500,000,000 supplied by the Treasury, with potential re- 
sources aggregating $3,800,000,000, of which $3,300,000,000 
was to be provided by the issue and sale of federal credit in- 
struments, this arm of the government from February 2, 1932, 
up to the close of business on November 30, 1932, had author- 
ized loans amounting to $1,542,000,000 and had advanced in 
cash $1,502,000,000, of which $283,000,000 had been repaid. 
Loans to banks, trust companies, and financial institutions 
(including live stock and agricultural credit corporations) ag- 
gregated $1,088,000,000, of which $898,000,000 was for banks, 
trust companies, and their receivers; $75,000,000 was ad- 
vanced to the Secretary of Agriculture for the relief of agri- 
culture, out of which loans aggregating $64,000,000 had been 
made;! $328,000,000 in loans was authorized for railroads. 
Loans approximating $146,000,000 were authorized for “self- 
liquidating” projects up to December 23, 1932, but the cash 
advances in aid of these projects up to December 31 amounted 
to only $15,597,000. In addition, relief loans to states and 
cities, up to January I, 1933, amounted to $103,705,000. In 
his latest report the Secretary of the Treasury recognized that 
“these funds are represented by loans made by the corpora- 
tion on security and will, at a not-too-distant date, be re- 
turned to the Treasury.” During the continuance of this de- 
pression, capital for investment or reloaning operations should 
be secured by the federal government by borrowing rather 
than by taxation. 

PUBLIC WORKS EXPENDITURES 

Outlays for public works undertaken to stimulate employ- 

ment are essentially capital investments which in this 


*Of the $75,000,000 so advanced, the Secretary of Agriculture has re- 
turned $15,000,000 (November 30, 1932). 
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emergency should be financed by loans. These outlays are 
made to acquire permanent improvements, the life of which 
will extend over many budgetary periods. If sound practices 
of private businesses were followed, sums expended for such 
purposes might properly be distributed over the period of 
the useful life of the property, the original outlay being 
financed by the issuance of bonds. 

It has been regarded as sound financial practice among 
larger units of government (as well as among corporations) 
to finance a certain amount of constantly recurring capital 
expenditures from current revenues. The federal govern- 
ment has not only done this but has financed through taxa- 
tion over a long period of years many non-recurrent outlays. 
In times of prosperity this policy was the proper one for the 
government to pursue. In this depression, even some of the 
recurrent outlays should be financed from proceeds of loans. 
The financing of recurrent outlays by borrowing can, however, 
be justified only as a depression measure, and should be 
abandoned as soon as the country is well on the road to 
recovery. 

PERMANENT APPROPRIATION BALANCES 


Another type of budget item, commonly referred to as 
“continuing” or “permanent” appropriations, should not be 
financed entirely by the revenues of a single year, especially 
during a depression. Whereas unexpended balances in other 
appropriations usually revert to the general fund at the close 
of the fiscal year, these authorizations are exempt from laps- 
ing or transfer, so that expenditures against them may con- 
tinue until the sums initially appropriated are exhausted. To 
the extent that the taxation program is governed by the 
budget for expenditures, the inclusion in that budget of pro- 
vision for permanent appropriations not to be expended 
during the fiscal year necessitates an increase in present tax 
burdens to provide for future expenditures. To the extent 
that the taxation program is not made to depend upon the 
budget for expenditures, balances not to be spent currently 
only add to the apparent (but not the real) difficulties of 
balancing the budget. Unused balances in appropriation ac- 
counts are to be expected; and so far as they accrue, they 
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lessen the need for providing current revenues or they make 
possible increased expenditures or further debt retirements. 
The budget for each fiscal year should contain definite ap- 
propriations only for that fiscal year. To the extent that per- 
manent appropriations are financed by borrowing, the funds 
required are not borrowed until needed. The same practice 
should be followed as to expenditures financed by taxation. 
Funds should not be raised by taxation except in the fiscal 
year for which they are required, provision being made in 
prosperous times, however, for the acceleration of public debt 
retirements. The exclusion from the budget for any current 
year of expenditures continuing beyond such year will meas- 
urably reduce the apparent difficulty of the task of balancing 
the budget. 

To assure the efficient execution of projects whose comple- 
tion is impossible or undesirable during a single fiscal year, 
provision should be made for charges against future budgets. 
This can best be done by long-range financial planning—that 
is, by the preparation of long-term budgets into which 
annual budgets may be fitted. 


PUBLIC DEBT RETIREMENTS 


While the present depression lasts, no expenditures for the 
amortization of the federal debt should be made. Where 
specific requirements in the contract do not prevent, the re- 
tirement of the debt should be postponed to more prosperous 
times. In the 1934 budget the President, in estimating the 
Treasury deficit, deducted from the amounts payable by the 
Treasury public debt retirements scheduled for the next fiscal 
year, amounting to $534,070,300.? This measurably lessened 
the apparent difficulty of balancing the federal budget, leav- 
ing, according to the President’s estimate, a prospective 


2Totalipayable from (Ureasusy:: «x. 221 ssicit sess oats ote $3,790,425, 200 
Deduct public debt retirements............... 534,070, 300 
Totalotherexpenditures: .,..0i0j<.enjeiisies oidmadria ds $3,256, 354,900 
BRECEL PES ei ever nitrite wits Nel siorerate niateoa reve whe Bloesa seis 2,949, 162,713 


Excessiofiexpenditures)).i. sso. 20¢ aes geen os $ 307,192,187 


deficit of $307,000,000, to meet which special taxes were 
recommended. 

By not including public debt retirement allowances among 
expenditures to be covered by current revenues, the President 
gave partial recognition to the budgetary principles here 
being advanced. It would be useless, save for the purpose of 
creating certain psychological impressions, to continue to levy 
taxes to amortize the public debt at a time when the outstand- 
ing debt was being substantially increased. On the assump- 
tion that receipts and expenditures were not otherwise 
changed, the result of the continuance of amortization pay- 
ments would be an increase in the annual fiscal deficit ac- 
companied by an increase in new indebtedness. In the present 
emergency the President’s treatment of public debt retire- 
ments is sound. 

The implications of this policy logically extend to non- 
recurrent emergency expenditures, to loans and investments, 
and to expenditures for public works—all of which in this 
depression should be financed by borrowing rather than by 
increased taxation, to the extent that the credit of the govern- 
ment permits. Current revenues should now be provided to 
cover not more than the ordinary operating expenses of goy- 
ernment. 


SHOULD THE BUDGET BE BALANCED ANNUALLY? 


It is by no means axiomatic that the federal government 
should annually collect revenues sufficient to cover even its 
ordinary operating expenses. This, of course, should be an 
aim of the Treasury; but if this policy involves too great 
hardship from the imposition of burdensome taxes, the 
government is justified in borrowing for a few years in order 
to meet deficits from current operations. As the Secretary of 
the Treasury said in his annual report presented to Congress, 
December 8, 1932: 


In a period of deep depression with the income of the people 
greatly reduced, with their buying power drastically curtailed and 
3 The amount of this deficit will be increased by the failure of some of the 


European countries to make payments on account of their war debts. 
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with millions deprived of their earning capacity, it is not only unwise 
but impossible to bridge the gap in the budget entirely by increased 
taxation. 

A historical survey of Treasury finances shows that deficits 
are a recurring phenomenon. These deficits are defensible if 
in accordance with deliberate and well-designed long-range 
planning. The planless character of past fiscal policy has 
made governmental burdens during this depression unduly 
severe. 

The balancing of budgets should be regarded as a series of 
long-term operations in which deficits will be incurred and 
debts increased during years of economic adversity while 
Treasury surpluses and the rapid retirement of the public 
debt will be planned for during years of prosperity. When a 
series of annual budgets is thus put together, the result is the 
balancing of the long-term budget with reference to economic 
cycle periods. The equilibrium between revenue and expendi- 
tures is thus intentionally struck over a period of years rather 
than annually. 

Balancing the budget on an annual basis is ordinarily not 
an impossibility; but if practiced during a severe depression, 
such a procedure, requiring as it does a heavy load of taxation 
at a peculiarly inappropriate period, will tend to prolong the 
depression. On the other hand, the failure to take advantage 
of a period of prosperity to build up financial reserves will 
tend to make inflationary and speculative booms the more 
pronounced. The more rapidly the debt is retired during 
prosperous times the greater will be the credit reserve during 
an economic emergency. 


RELATION OF FEDERAL FINANCES TO THE 
CURRENCY SYSTEM 


The repercussions of the ordinary fiscal operations of the fed- 
eral government on the nation’s currency system must not be 
ignored. The flow of funds in industry and commerce is favor- 
ably affected by the volume of public expenditures, if such 
expenditures are not financed by taxes falling directly or in- 
directly upon business. Taxation, on the contrary, by reduc- 
ing the profit margin of business, tends to cut down both the 
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volume of credit created and its rate of use. It appears all 
the more desirable, therefore, for the government to finance 
emergency expenditures, loans, investments, and public 
works by borrowing instead of taxation. Such borrowings 
may be justified until a desirable degree of credit expansion 
has been secured or until the level of business activity has 
otherwise been brought back to an approach to a normal 
position. 
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II 
THE REDUCTION OF PUBLIC EXPENDITURES 


Should public expenditures be reduced? Can substantial 
reductions be made? 

Every opportunity should be seized to reduce the cost of 
rendering public services. Citizens demand of government the 
efficient performance of certain functions at the lowest reason- 
able unit cost. They do not demand the expenditures of given 
sums of money. The unit cost of providing public services can 
and should be reduced. 

The reduction of expenditures should not be confused with 
the curtailment of activities. It may be doubted whether citi- 
zens desire the curtailment of government functions; they 
have rather, for the most part, insisted upon their extension. 
The demand for economy properly considered is a demand for 
the reduction of unit costs rather than a demand for the cur- 
tailment of necessary and beneficial public services. 


REDUCTION OF UNIT COSTS 


If a will to effect economies exists, many savings can be 
accomplished without impairment of services. The political 
system upon which American governments rest exacts a heavy 
toll in the form of patronage. The Post Office Department, 
for example, has notoriously been manned at the top by spoils- 
men. Many of the 15,032 presidential postmasters have been 
selected for political, rather than for service, qualifications. 
The collectors of customs, the internal revenue collectors, and 
many other offices outside the civil service represent to a large 
extent political overhead which could be eliminated in the 
interest of economy and efficiency. Expenditures for veterans 
include allowances for disabilities and hospitalization arising 
from injuries not connected with military service. Until the 
federal government undertakes the relief of destitution for all 
citizens, these allowances appear to constitute merely a bid 
for political support to a privileged group. Limitations of 
space prevent the multiplication of examples. 
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Efforts should be made to eliminate waste and inefficiency 
as fully as possible from the federal service. Party patronage 
and spoils should be replaced by a merit service fully pro- 
tected from partisan influences. The reorganization of bu- 
reaus and departments to eliminate duplication should be 
undertaken at once. Improved and more economical methods 
of rendering services should be adopted. The efficient and 
economical performance of public business may well prove to 
constitute a more effective appeal for political support than 
the wasteful methods of the past. 


ECONOMIES MADE POSSIBLE BY THE DEPRESSION 


The depression has brought with it many realizable econo- 
mies in governmental operations. Prices of commodities and 
materials have declined to 67.8 per cent of their 1929 level. 
Governments are thus able to purchase materials more eco- 
nomically than a few years ago. In addition, wage-levels have 
decreased. A horizontal cut of 83 per cent in the salaries of all 
federal employees receiving over $1,000 per year was accom- 
plished by a month’s furlough without pay. In his message to 
Congress on December 6, 1932, the President recommended 
the continuance of this furlough system and the further reduc- 
tion of salaries by 11 per cent, producing a saving estimated 
at $55,382,000. It is difficult to imagine a worse method of 
reducing salaries than that involved in the furlough system. 
It carries an implication of excess personnel in the federal 
service or the performance of functions which can be imme- 
diately curtailed. 


SALARY REDUCTIONS 


Salaries should not be further cut unless steps are taken at 
the same time to accomplish all the other possible economies 
in the public service. Personnel surveys should be made, and 
their findings should be used immediately as a basis for the 
separation from pay-rolls of superfluous and inefficient em- 
ployees, and for any cuts in wages which may be decided 


* Yearly average index of wholesale prices computed by Bureau of Labor 
Statistics for 1929 was 96.5 (1926=100). Average for first nine months of 
1932 was 65.4. Decline is 32.3 per cent from 1929 level. 


[14] 


upon. Where horizontal cuts alone are employed, the service 
is not purged of the incompetents nor of political “hangers- 
on.” The “horizontal” method of retrenchment is an easy 
means for meeting the demand for economy, and only slightly 
reduces the cost of political patronage. In retrenchment the 
principle to be followed is to reduce expenditures and curtail 
operations where they will do the least social damage. No 
discrimination as to consequences is possible when horizontal 
or uniform percentage reductions are followed. 

For those employees who are discharged from the federal 
service, adequate unemployment relief or employment in 
emergency services should be provided. These adjustments in 
personnel should be a phase of the reorganization of federal 
administrative departments now being considered by Con- 
gress. 


POSTPONEMENT OF EXPENDITURES 


Modest reductions in expenditures may be achieved by the 
postponement or complete elimination of certain projects in- 
cluded in the budget. For example, the surplus of agricultural 
land now under cultivation justifies the curtailment and post- 
ponement of expenditures for land reclamation and irrigation, 
save perhaps to the extent of salvaging capital already sunk 
in such projects. Substantial economies can be realized from 
the postponement of naval construction. The 1934 budget 
estimates for vessel construction are about $21,000,000 in ex- 
cess of appropriations for 1933. The modernization of battle- 
ships also calls for the expenditure of $9,450,000. The total 
amount available for naval construction during 1934 is esti- 
mated by the President at $53,380,000. Further reduction in 
expenditures may be achieved by postponing the acquisition 
of land and improvements not immediately needed. In the 
1933 budget, for example, reductions in appropriations for the 
Department of Agriculture were accomplished, in part, by a 
reduction of $1,750,000 in the estimate for the purchase of 
additional forest lands. Such savings as these may be used 
either to reduce total expenditures or to make possible the 
increase in appropriations for more pressing needs. 
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CURTAILMENT OF SPECIAL SERVICES 


Likewise, services undertaken primarily for the benefit of 
particular individuals and conferring little or no advantage 
upon the citizens as a whole should either be dropped com- 
pletely from the budget or placed upon a self-supporting basis 
by the collection of charges for services rendered. Many ac- 
tivities of the Department of Commerce are illustrations in 
point; notably, the foreign services of the Bureau of Domestic 
and Foreign Commerce. Moreover, these duplicate, in part, 
the activities of the consular service. 


SUBSIDIES 


Subsidies to special interests should also be speedily with- 
drawn. Some of these subsidies are disguised by excess pay- 
ments for services. The least that can be asked is that such 
subsidies as are retained should be clearly designated as such 
in the budget. The postal deficit for 1934 is estimated at 
$97,000,000, substantial portions of which are due to losses on 
parcel post and second-class mail, to the continuance of rural 
free delivery routes laid out for horse and buggy delivery, to 
excess rentals, and to excessive, as well as uneconomic, sub- 
sidies to steamships and air lines carrying mail. Economies 
can be effected here, without impairment of the quality of 
service. 


OBSTACLES TO EXPENDITURE REDUCTION 


In the pursuit of any program of expenditure reduction 
numerous obstacles will be encountered. A survey of the bud- 
get discloses the fact that the reducible? portion of appropria- 
tions is small indeed. The 1934 budget called for appropria- 
tions totaling $4,248,160,731,3 which were reduced by addi- 
tional recommendations in the President’s “Budget Message” 
to $4,218,808,344. Of this latter total (except for slight ad- 
justments in amounts for specific items in the body of the 
budget to bring them into harmony with the modifications 


2 “Reducible” has reference to expenditures not called “non-reducible.” 


3 Trust funds not included in this total; if they are included, appropria- 
tions amount to $4,403,178,032 as stated in “Budget Message.” 
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in the budget message), $1,628,517,319 is for military func- 
tions (38.60 per cent); fixed debt charges take $1,259,070,- 
321 (29.84 per cent); public improvements call for $122,- 
108,690 (2.89 per cent); the postal deficit exacts $97,000,- 
000 (2.29 per cent); refunds call for $85,238,800 (2.02 per 
cent); the construction of general government buildings is to 
receive $69,060,000 (1.64 per cent); and $42,458,590 is esti- 
mated as the cost of governing the District of Columbia and 
other territories (1.01 per cent). These so-called “non-reduci- 
ble” items call for the expenditure of $3,303,453,720, or 78.30 
per cent of the aggregate appropriations proposed for 1934. 
Included in the percentage just given are certain items re- 
ferred to in the budget statements as “fixed charges” repre- 
senting interest, pensions, retirement salaries, annuities, and 
World War allowances, together with subsidies, grants, and 
contributions,’ which amount to $1,723,436,793, or 40.85 per 
cent of proposed total appropriations. Unless curtailments 
are made in these items, improperly designated “non-reduci- 
ble,” substantial reduction of ordinary expenditures can be 
accomplished only with serious loss to the community. 


INCREASED DEMANDS 


The depression, it must be recognized, has brought with it 
an increased demand for federal services. Upward of 11,- 
000,000 people are out of employment through no fault of 
their own. The resources of state and local governments, to- 
gether with private philanthropy, have been unable to pro- 
vide adequate relief. During the present winter the federal 
government probably will be forced to provide direct aid— 
not loans of its credit to states and cities—in order to mitigate 
human suffering. Yet in the 1934 budget the President pro- 
vided only $18,000 for relief expenditures, as compared with 
$40,018,000 appropriated for the fiscal year 1933 and $461,- 


4 Total for District of Columbia, $39,743,270, of which only $7,775,000 is 
directly appropriated from United States Treasury. The remainder comes 
from the combined revenues of the District of Columbia. 


5 See message of the President of the United States transmitting “The 
Budget for the Service of the Fiscal Year Ending June 30, 1934,” 72d Con- 
gress, 2d Session, House Document No. 439, Budget Statement No. zo, p. A183. 
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651,000 for 1932.° Of this latter sum $450,000,000 was repre- 
sented by a subscription of that amount to the capital stock 
of the Reconstruction Finance Corporation, while the re- 
maining subscription of $50,000,000 to the capital stock of 
that body was charged to the promotion and regulation of 
agriculture. However, from the total resources of the Recon- 
struction Finance Corporation only $300,000,000 was “‘to be 
used in furnishing relief and work relief to needy and dis- 
tressed people and in relieving the hardship resulting from 
unemployment.” In addition a curtailment of building con- 
struction and public works projects is recommended for 1934. 
Appropriations for general government buildings were $212,- 
638,000 in 1933, but only $69,060,000 is recommended for 
1934. Public improvements—roads, rivers, and harbors; flood 
control and others—received appropriations of $402,482,000 
in 1933, while only $122,108,690 is proposed for 1934. The 
President did not deem “further building at this time in the 
public interest.” It is doubtful whether the volume of useful 
public works should now be curtailed. Business recovery has 
not sufficiently advanced to warrant this retrenchment. Like- 
wise, generous federal appropriations for the direct relief of 
the unemployed are recommended. 


AID TO CITIES AND STATES 


Another phase of the problem relates to financial aid to 
cities and states not by way of loans but through the direct 
sharing of public revenues. Local government revenues have 
been severely drained during the past two winters to provide 
unemployment relief. The depression has demoralized many 
state and local revenue systems whose chief reliance has been 
the property tax. The collapse of real estate values has been 
accompanied by unprecedented tax delinquency; and while 
revenues have dwindled, relief demands have prevented sub- 
stantial reductions in expenditures and taxes. The constitu- 
tions of many states prevent any ready modernization of 
revenue systems or extension of borrowings. Hence the na- 
tional government will soon be confronted with the problem 


6 [bid., p. A176. 
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of keeping the state and local governments functioning as well 
as solvent. The federal government cannot afford to allow its 
political subdivisions to cease to function. Curtailment of 
their functions will decrease the volume of social services 
needed during this emergency; will reduce the demand for 
labor and materials when they should be increased. If the 
subdivisions default on the payment of substantial amounts 
of bonds and other obligations, this may react unfavorably on 
the credit of the national government. Such defaults will tend 
to restrict the flow of funds in trade and commerce, and will 
undoubtedly restrict the volume of credit with which business 
is being transacted. Such consequences the government is en- 
deavoring to prevent through the banking and currency sys- 
tem. Increased lending of credit to state and local govern- 
ments and an increase in grants for their use would materially 
aid the efforts toward recovery which have already been 
made. 


REDUCTION OF AGGREGATE EXPENDITURES 


There finally arises the question: “Should the aggregate of 
public expenditures be reduced?” This question should not 
be confused with the reduction of unit costs and the re-alloca- 
tion of appropriations among the items of expenditure. After 
all reasonable adjustments to effect economies and promote 
efficiency have been made, this question must still be faced. 

What is needed today is an increase in the circulation of 
money and credit, an increase in the volume of purchases, 
more employment, larger aggregate pay-rolls, and an im- 
provement in the morale of the people. The reduction of ag- 
gregate public expenditures, except as and if accompanied by 
reduction of current excise tax rates, will influence these fac- 
tors in exactly the wrong direction. But if the government de- 
creases the unit cost of providing present services as lower 
prices and wages enable it so to do, and if it eliminates all 
elements of waste in its operations, it should be encouraged 
to undertake such additional activities involving expenditures 
as the prevailing emergency makes urgent. 
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III 
THE REVENUE PROBLEM 


The major tax problem of the federal government during 
this depression is to find additional] sources of revenue. The 
yield of existing taxes has declined and taxpayers resist the 
imposition of new taxes, so that additional productive sources 
of revenue can be found only with difficulty. In endeavoring 
to develop new sources of revenue, the government should 
avoid the adoption of taxes which tend to increase costs of 
production for private business or to reduce employment or 
production. If private business activity is not to be retarded, 
taxes falling on the margin between production costs and 
prices should be avoided. Sales, transaction, and production 
taxes have these untoward effects. Yet the President has pro- 
posed to balance the 1934 budget (or avoid increasing the 
public debt) by the continuance of the 1-cent federal tax on 
gasoline and the adoption of a general uniform sales tax of 
23 per cent on all commodities except food and certain grades 
of clothing. 


SALES TAX 


Such a sales tax is objectionable at all times but is especial- 
ly dangerous when the country is in a severe depression. If 
such a tax were passed on to consumers by increasing the 
prices of goods, the volume of sales of many commodities 
would be decreased. Costs of living would be made higher; 
and since the tax applies to expenditures rather than to in- 
comes or the surplus above minimum living costs, it would 
fall with greater severity upon the poor than upon the more 
wealthy. It would tend to increase with the necessity for ex- 
penditure rather than in proportion to ability to pay. The 
number of dependents to be supported would be an important 
factor determining the weight of the citizen’s tax. The re- 
gressivity of sales taxation is enough to condemn the Presi- 
dent’s proposal. But if the tax could not be shifted forward to 
consumers, it would fall in an uncertain and arbitrary manner 
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upon industries and businesses and would still further reduce 
the already narrow excess of prices above costs—and in many 
cases convert this excess into a deficit—thus leading to a 
further curtailment of business activity. Such a tax might 
easily bring about the suspension of many enterprises, par- 
ticularly if sales should dwindle following an attempt to raise 
prices so as to absorb the tax. 

The present popularity of the sales tax, in certain quarters, 
is due to the mistaken belief of many business men that such 
taxes can always be passed on to consumers. Administrators 
look with favor upon it because it is easy of administration. 
Others favor it because they are exempt from its provisions 
or hope to secure reductions in other forms of taxation if a 
sales tax is adopted. These considerations are far outweighed 
by the regressive character and the business-disturbing pro- 
pensities of general sales taxes. 

Sales taxes are all the more objectionable if they are em- 
ployed by both the federal government and the various states. 
Under such circumstances the pyramiding of taxes may be 
expected; but with business largely national in character, 
cumulative taxes upon sales will disastrously affect business 
recovery. Gasoline taxes are now found in every state; gross 
income taxes on some or all classes of public utilities are found 
in 43 states and the District of Columbia; severance taxes 
measured by sales are found in 14 states; taxes on chain stores 
are found in 12 states; and either general or selective sales 
taxes, or both, are found in 35 states. General sales taxes are 
found in Connecticut, Delaware, Georgia, Kentucky, Missis- 
Sippi, North Garpliiia: Pennsylvania, Virginia, and West Vir- 
ginia. Many of the state rates are low, but pressure is being 
exerted to bring about their increase and the more general 
adoption of this method of taxation. Products sold at whole- 
sale in Pennsylvania, for example, are subject to the state 
mercantile license of one-twentieth of 1 per cent; and if sold 
at retail, to a similar tax of one-tenth of 1 per cent, to which is 
added the state emergency relief sales tax of 1 per cent. If a 
federal levy of 23 per cent were also added, the combined 
rates would equal 3.4 per cent. In Mississippi the state whole- 
sale and retail sales taxes equal 2% per cent; and if the pro- 
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posed federal levy were added, the combined rate would reach 
4.37 per cent, with no allowance for pyramiding. The federal 
government should not adopt a sales tax program in reckless 
indifference to existing state taxes and to the effect of both 
upon trade. 

If there must be such a tax, then, in order to avoid un- 
desired economic consequences resulting from the cumulation 
of sales taxes, the federal government should impose the tax 
and divide the revenue with the states, the sharing to be made 
conditional upon the repeal or avoidance of sales taxes by the 
states. The federal law should be so drafted as not to inter- 
fere with the operation of state gasoline, tobacco, malt, and 
perhaps, sumptuary taxes. 

In advancing this and other proposals, it cannot be too 
strongly emphasized that there is urgent need for the co-ordi- 
nation and integration of federal and state tax systems. A 
complete and thoroughgoing revision of the revenue systems 
of all levels of government is needed. The inability of the 
various tax systems to meet the present crisis is evidence of 
this need. 


INCOME TAXES 


Income taxes generally do not directly affect production or 
prices, although the impingement of taxes on income may re- 
duce consumption—an effect which must be considered when 
the weight of taxation is increased. Objection is occasionally 
raised against income taxes as the principal source of federal 
revenues because their yield declines in times of depression, 
but it is rather one of the virtues of this form of taxation that 
its burdens automatically decrease when the economic cir- 
cumstances of the taxpayer are adversely affected. The de- 
sirable degree of elasticity in the federal revenue system 
should be secured by the proper use of public credit. 

In times of depression public credit should be expanded in 
order that tax burdens may be lessened. In times of prosperi- 
ty the levels of taxation should be maintained or increased. 
If the income tax is progressive, a more than proportional in- 
crease in revenues will automatically follow any increase in 
incomes. With proper brackets and rates the income tax will 
not need adjustment at every session of Congress but can be 
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stabilized over a period of years. In prosperous years the rev- 
enue system should yield a surplus of revenues to the Treas- 
ury, to be devoted preferably to debt retirement rather than 
to the accumulation of reserves, so as to provide no tempta- 
tion for its dissipation by profligate expenditure. In such 
times the burden of income taxation should not be lessened 
so long as any public debt remains unpaid. The time to lower 
tax rates is during a depression. Instead, governments have 
at such times too readily increased tax burdens, thereby aug- 
menting tax delinquency, increasing the costs of living and of 
doing business, and postponing the improvement of economic 
conditions. 

In searching for new sources of revenue with which to 
balance the 1934 budget, the Treasury has made no recom- 
mendations looking toward the improvement of income taxes. 
At the present time it is doubtful whether the rates in the 
higher brackets of the federal income tax can be increased 
without adversely affecting the productivity of the tax. The 
degree of progression may be modified somewhat by changing 
the limits of certain brackets and by reducing exemptions, all 
of which would be designed to secure increased payments from 
those in the lower-income levels. These changes would doubt- 
less increase Treasury receipts. In comparison with taxes paid 
by Europeans, the American rates appear to be moderate; yet 
it must be recognized that substantial increases in tax levels 
can be achieved only gradually and that so long as state gov- 
ernments likewise tax incomes and exact other tax payments, 
many of which fall upon income, there are limitations upon 
the freedom with which the federal government can modify 
its practices in taxing the smaller incomes. In any case a 
closer integration of federal and state revenue systems is de- 
sirable. Similar changes might be effected in the federal estate 
tax. The gift tax can also be made more productive. The im- 
mediate revenue possibilities from changes in these taxes 


should be explored. 
REVENUE TARIFF 


A marked reduction in American tariffs would probably in- 
crease, instead of decrease, revenues from customs duties. 
Lower tariffs will also make possible the payment of a greater 


[ 23] 


portion of the war debts—if they are not completely canceled 
or repudiated. A revival of trade following a world-wide re- 
duction of tariffs would not only directly increase customs re- 
ceipts but would also increase the yield of income and other 
taxes which reflect the degree of business prosperity. En- 
lightened self-interest necessitates the reduction of tariffs. 

Substantial revenues can be secured by the imposition of 
emergency customs duties on tea, coffee, and cocoa. These 
commodities are not commercially produced in the United 
States and only in nominal amounts in our insular posses- 
sions. Moderate revenue duties upon them will not affect 
their domestic production. The productivity of these duties 
should be substantial. They are easy of administration, can 
be collected by existing officials, and are distinctly preferable 
to general sales taxes or to levies on specially selected manu- 
factured articles. The objection to them is that they are re- 
gressive in operation and make impossible “a free breakfast 
table.” 

Teas were subject to relatively heavy taxation in the early 
days of the Republic and during the Civil War. During the 
period from 1898 to 1903 a tariff of 10 cents per pound on 
tea was in effect. Today there is no duty on such imports. 
In 1go1 the tea tax produced $8,300,000 in revenue. Today 
the revenue from a similar tax should be about the same. In 
1929, approximately 89,393,000 pounds of tea were im- 
ported—sufficient to produce a revenue of $8,939,000 if taxed 
at IO cents per pound, and if consumption did not fall be- 
cause of the tax. 

Coffee has been on the free list continuously since 1872. 
Prior to that date all tariff acts, except the tariff of 1832, im- 
posed duties on coffee ranging from 2} to § cents per pound. 
From 1926 to 1929 the importation of coffee averaged over 
1,466,000,000 pounds per year, sufficient at § cents per pound 
to produce an annual revenue of more than $70,000,000, with 
no allowance for curtailment of consumption caused by the 
imposition of the tax. 

Cocoa beans (or unprepared cocoa) have been on the free 
list since 1872, while prepared cocoa has been dutiable almost 
continuously since 1789. The duty on cocoa beans, prior to 
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1872, ranged from 1 to 4 cents per pound. In 1931, 418,159,- 
oco pounds of cocoa beans were imported. If these imports 
had been taxed at 2 cents per pound, the revenue produced 
would have been $8,363,000. 

Revenue duties on tea, coffee, and cocoa at the rates sug- 
gested could thus be relied on to produce at least $75,000,000 
per year. 

BEER TAX 


Substantial revenues should also be secured from the taxa- 
tion of the sale of beer and wine if, as, and when the liquor 
prohibition laws are modified. 

All of the foregoing proposals combined would have fewer 
deleterious effects upon trade and the revival of business than 
the proposed federal sales tax. Their combined productivity 
should amply care for the President’s estimated budget de- 
ficiency of $307,000,000, but probably would not cover addi- 
tional deficiencies arising from the non-payment or post- 
ponement of war-debt obligations. Yet, if the method of bal- 
ancing the budget suggested in this memorandum were adopt- 
ed, it is not unreasonable to believe that the entire deficit 
could be covered. 
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IV 
PUBLIC DEBTS 


Throughout this memorandum it has been emphasized 
that the federal government should make use of extensive 
borrowing to assist in financing the operations of government 
during an economic crisis. It has been maintained that loans 
should be resorted to in order to finance emergency expendi- 
tures, public works, and loans or investments. Temporary 
borrowing to defray the cost of necessary services is also justi- 
fiable during an emergency. But, if the public debt were now 
expanded, steps should be taken quickly to reduce it during 
the next period of prosperity. The alternate expansion and 
contraction of the public debt with reference to the business 
cycle would not only help to minimize the swings of these 
cycles but would also give to the federal revenue system a 
desirable degree of elasticity. 

These borrowings could now be undertaken on the basis of 
short-time loans in order to secure the advantage of extremely 
low rates of interest. This policy has recently been followed 
by the Treasury Department. On December 15, 1932, the 
Treasury borrowed $250,000,000 on one-year certificates at an 
interest rate of three-fourths of 1 per cent—one of the lowest 
interest rates ever paid. This issue was nominally oversub- 
scribed sixteen times. At the same time, $350,000,000 was 
borrowed on four-year notes bearing 2} per cent interest. 
This offering was nominally oversubscribed nearly twenty 
times. At present, therefore, there appears to be an ample 
market for federal loans. The one problem confronting the 
Treasury in its short-time borrowing is so to arrange maturi- 
ties that the government does not become embarrassed in 
their payment or conversion when due. Too large a floating 
debt may make conversion into long-term indebtedness a 
difficult task. 

As things now stand, there are limited possibilities for re- 
funding a portion of the outstanding public debt. The aver- 
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age annual interest charge on this debt has been steadily de- 
clining since 1922, and a portion of the obligations is callable 
at the option of the Treasury. For example, the Fourth Liber- 
ty Loan of over $6,000,000,000 is callable after October 15, 
1933- The interest rate of 43 per cent carried by these bonds 
is greater than the rates now being paid. A substantial 
amount of outstanding bonds might also be exchanged volun- 
tarily for new issues, provided that ancillary inducements 
were offered. At any rate, the example of England in its 
recent refunding operations indicates what might be accom- 
plished by the United States, particularly if a public sub- 
scription drive were inaugurated. The economies realizable 
through moderate refunding should be carefully explored. 
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¥ 
SUMMARY OF SUGGESTIONS 


In summary the following suggestions are presented by the 
signers of this statement: 


1. We suggest that Congress, in undertaking the task of balancing 
the federal budget, should finance expenditures for relief, invest- 
ments, loans, and public works from borrowings, and that the federal 
debt during the next fiscal year be increased by a sum not less than 
the amounts so expended. 


2. We suggest that funds from current taxation should be ap- 
plied to pay the ordinary operating expenses of government; that 
so far as these expenses cannot be defrayed from taxation they should 
be covered by temporary emergency borrowings. 


3. We suggest that funds should not be raised by taxation (or 
borrowing) except in the fiscal year for which they are required; that 
the budget should limit appropriations at this time to sums to be 
expended during the next fiscal year. 


4. We suggest that Congress, after making provision for dis- 
charging contractual obligations, should adopt the policy of not ap- 
propriating funds for the amortization of the federal debt during 
1934, as proposed by the President in his ““Budget Message.” 


5. We suggest that Congress and the President should adopt the 
policy of balancing the budget over a period of years, taking account 
of the swings of the business cycle, rather than attempt to balance 
each annual budget without reference to the effects of such policy 
on business and social welfare. 


6. We suggest that every opportunity should be seized to reduce 
the cost of rendering public services; that political patronage be 
completely eliminated from the federal services; that every possible 
effort be made to reduce waste and inefficiency to a minimum; that 
the reorganization of departments should be speeded; that improved 
methods and procedures should be adopted wherever possible. 


7. We suggest that salaries should not be further cut unless steps 
are taken at the same time to accomplish all other possible economies 
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in the public service; that personnel surveys be made and that the 
findings be used immediately as a basis for the separation from pay- 
rolls of superfluous and inefficient employees and for any cuts in 
wages which may be made. 


8. We suggest that, in developing its retrenchment policy, Con- 
gress should not blindly follow arbitrary rules but should make re- 
ductions and curtailments after weighing the value and importance 
of each activity. 


g. We suggest that services undertaken primarily for the benefit 
of particular individuals or groups and conferring little advantage to 
citizens as a whole should be curtailed and put on a self-supporting 
basis; we suggest that subsidies to special interests should be with- 
drawn. 


to. We suggest that the volume of public works expenditures 
should not be curtailed during the fiscal year 1934. 


11. We suggest that federal appropriations should be made at 
once for the direct relief of the unemployed. 


12. We question whether the total of federal expenditures should 
be reduced lest the demand for goods and services be curtailed as a 
result of the restriction of government purchases and wage pay- 
ments. 


13. We assert that in developing new sources of revenue the feder- 
al government should avoid the adoption of taxes, such as the sales 
tax, which tend to increase costs of production and diminish the 
volume of production and employment. 


14. If any new taxes are to be levied, we suggest first an increase 
in income, estate, and gift taxes, then the adoption of revenue duties 
on tea, coffee, and cocoa, together with a material reduction in 
existing tariffs, so that increased revenues may be secured from cus- 
toms duties. 


15. We suggest that taxes be imposed on the sale of beer and wine 
if the Prohibition Acts are modified. 


16. We recommend that elasticity in federal revenues should be 
sought in the future by the planned control of the federal debt— 
that the federal debt should be permitted to increase in times of 
depression and be rapidly retired during prosperous times; that the 
borrowings for 1934 should be not less than the sums required to 
finance emergency relief, loans, investments, and public works. 
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It is our belief that if these suggestions are adopted the 
1934 budget will be adequately balanced; that the general 
welfare will be enhanced; and that Congress will, by its action, 
hasten the return of better times. 


Signed: 
FRANK Bane H. A. Mitts 
Paut Betrers CiarenceE E, RIDLEY 
Cari CHATTERS H. C. Simons 
Pau. H. Douctas DonALD SLESINGER 
Simeon E, LELAnpD Jacos VINER 


L. D. Waite 
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INTRODUCTION BY THE EDITOR 


Labor-saving machinery saves labor. This startling dis- 
covery of the technocrats has led them to important conclu- 
sions. The recent separationof the early partners in the group’s 
activities into academically more and less respectable ele- 
ments has little bearing on some of the fundamental views 
that were expressed. To the economist, the essentials of the 
new gospel were present in the Rautenstrauch as well as in 
the Scott version. The author of this pamphlet directs him- 
self to the fundamental question: Is technological progress 
compatible with the system of free enterprise, i.e., the price 
system? 

This is the second of a series of Public Policy Pamphlets 
which the University of Chicago is publishing this spring. 
Frequently the scholarly journals give no attention at all to 
problems that have an acute but temporary interest, while 
the ordinary magazines can print little but superficial com- 
ment. The University might well perform a valuable public 
service by making available to the public whatever special 
training and information it may have at its disposal. The con- 
tinuation of such a series will, of course, depend upon its 
reception by the public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 

Harry D. GIDEONSE 

February 2, 1933 
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I 


In the analysis of unemployment resulting from techno- 
logical changes, economists have always been accused of being 
abstract and unrealistic. This accusation is not altogether un- 
merited. Ever since the introduction of labor-saving machin- 
ery there have been some people ready to assert that, as a 
result of continued technical improvements, an ever increasing 
proportion of the working population will be unemployed. 
Economists have generally confined themselves to showing 
that this appealing and very simple argument has no his- 
torical foundation and to demonstrating analytically that dis- 
placed workers do in fact find employment. Often, though 
not always, they have paid no attention to the delay which 
ensues before displaced workers actually transfer themselves 
from one occupation to another, to the need for facilitating 
such transfer, and to means of lightening the burden falling 
on the displaced workers. 

From a practical standpoint, these are the more significant 
problems which demand our attention. And, while there was 
never any intention to underrate their importance, the ap- 
parent though not actual implication that the reabsorption 
of displaced workers was automatically effected ran counter 
to the experiences of many a worker who found himself with- 
out a job because some machine had made his particular kind 
of work unnecessary. Such misunderstandings have been 
responsible for the usual scorn accorded the “long-run 
theories” of the economists. 

If it were not for the fact that too many people, un- 
acquainted with economic analysis, stand ready to believe 
that the introduction of machinery does lead to an ever in- 
creasing volume of unemployment, the abstract demonstra- 
tions would, indeed, be superfluous. But the chatter which 
has followed the few publications of a group of engineers, 
banded together under the name of ““Technocracy,” is ample 
evidence that there is need for a restatement of old truths. 
There is, in fact, great danger that the glib generalizations 
about the inevitable collapse of the price system, if believed 
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by a sufficient number of people, will result in a complete 
disregard of the fundamental problems which actually exist. 
Just now there is even greater danger. It seems inevitable 
that every “cause” should involve an explanation of the de- 
pression. It may well be, therefore, that a belief in the col- 
lapse of the price system, if sufficiently widespread, will pre- 
vent our taking any action which may lead us out of the 
depression, or will result in taking the wrong action. 

No apology is necessary, therefore, for again abstracting 
the problems listed above, not because they do not exist, but 
in order to make the argument shorter and simpler. Nor is 
there any intention of evaluating the accomplishments of the 
present system of free enterprise or of comparing them with 
what might be done in a society ruled by the engineers. Be- 
fore any such discussion can be fruitful it is essential that the 
alternative plan contain more than a declaration of its ar- 
rival. Parenthetically, it may be remarked that if the present 
contribution of the technocrats is any criterion at all we are 
entitled to our doubts of the superior qualifications of the 
engineers over the business men, if not over the economists, 
to run industry. Engineers who wish to reorganize society and 
dismiss the problem of politics with a tirade on politicians are 
naive indeed. We shall confine ourselves, therefore, to the 
fundamental question of whether or not technological progress 
is compatible with a system of free enterprise, i.e., the price 
system. 

But some apology is necessary for the somewhat dogmatic 
character of many of the statements which follow. To reach a 
general audience, it has seemed wise to omit the use of any 
technical apparatus. It is only necessary to add that eco- 
nomics has been developing for at least one hundred and fifty 
years—though the technocrats and other popular writers 
seem completely oblivious of the fact—and that it has an 
extensive and not altogether futile literature. Those who 
wish to understand current problems, as distinct from those 
who wish to write and talk about them, will find that here 
as in other fields ignoring what has been done before is pos- 
sible only at the risk of coming to absurd though appealing 
conclusions. 
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II 


The late Professor Veblen prophesied a time when the 
engineers, if properly organized, would inherit the earth. But 
he was not very optimistic about it.! Some engineers, not 
content with sitting idly by until the death of the old cus- 
todian would quietly transfer the inheritance, are taking time 
by the forelock, announcing that the custodian is almost dead 
now, and are getting ready for the new day. These engineers 
call their philosophy “Technocracy.” 

The accounts of the development of this new philosophy 
are somewhat confusing. But we do know that Mr. Howard 
Scott (an industrial engineer) shortly after the war, along 
with other engineers, “formed an organization known as the 
Technical Alliance, later to be called Technocracy.” It is not 
generally known that sometime in 1920 the I.W.W. had set 
up an Industrial Research Bureau and employed Mr. Scott 
to direct its research. In September and October of that year 
Mr. Scott wrote two articles, entitled “The Scourge of 
Politics in a Land of Manna” and “Political Schemes in 
Industry.”? This connection is significant, not because it 
shows that Mr. Scott was employed by a radical organiza- 
tion, but because it shows that long before any “research” 


tIt is now claimed that Professor Veblen was actively interested in the 
work of Technocracy and that he was influenced by Mr. Scott. An acquaint- 
ance with Veblen’s work makes it clear that at least as early as 1904, when he 
published The Theory of Business Enterprise, he had developed at some length 
the conflict between pecuniary and technical considerations. More specifical- 
ly, in 1919 he published a series of articles in The Dial which were later re- 
printed as The Engineers and the Price System. In this book he developed at 
some length the consequences of machine technology in the hands of business 
men motivated by profit, and pointed out the possibility of a “Soviet of 
Engineers” taking over the conduct of industry. His renewed interest at this 
time may have resulted from contact with Mr. Howard Scott. 


2 These articles can be found in The One Big Union Monthly for September 
and October, 1920. Several other articles signed by the Bureau of Industrial 
Research appeared in The Industrial Pioneer during 1921. They all dealt with 
waste in industry and were probably not written by Mr Scott, though they 
may have been inspired by him. 
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was undertaken Mr. Scott already had all of his conclusions. 
In the two articles will be found all the gibberish about 
energy, the incompetence of the politicians, the need for a 
national organization under the control of engineers, and the 
need for a currency based on energy. Without any research 
the standard of living could then have been improved by 800 
per cent, and as is now known the more recent research indi- 
cates that this estimate was only slightly in error, as the figure 
is now goo per cent. This is not at all surprising, as grand 
and novel theories are usually followed, and not preceded by, 
elaborate research. Until the quantitative research is made 
public we are at least entitled to doubt the assertion that the 
conclusions are derived from the data assembled. 

The association of Mr. Scott with the I.W.W. was not of 
long duration—partly because of the lack of funds, partly be- 
cause of the impatience of the members for immediate results 
which were not forthcoming, and partly because Mr. Scott 
had no great faith in the ability of workers to run industry. 
The post-war interest in reconstruction evaporated with the 
coming of the “‘new era.” The wisdom of Technocracy could 
not be appreciated in a period of stock-market booms, sex, 
speakeasies, gang warfare, and other more attractive inter- 
ests. Discouraged with such a barren field, Technocracy 
“finally burrowed itself under cover, kept quiet, and con- 
tinued to develop its far-reaching research.” Of the re- 
search done we have no evidence, but we are informed by 


3 The very striking name, ‘““Technocracy,” was not then used. In the Na- 
tion for December 28, 1932, Mr. William H. Smyth has put in a claim for 
both the name and chief ideas of Technocracy. The validity of the first claim 
is beyond dispute. In Industrial Management for March and May, 1919, Mr. 
Smyth published two articles, entitled “ “Technocracy’—National Industrial 
Management” and “ “Technocracy’—Ways and Means to Gain Industrial 
Democracy.” It is difficult to pass judgment on the similarity of ideas. Mr. 
Smyth’s articles are about as unintelligible as those more recently published. 
Speaking broadly, it seems safe to conclude that the ideas are the same. Mr. 
Smyth was most unfortunate in the time and vehicle of his publication. The 
period was not one of great national distress, and while there was a great deal 
of interest in “reconstruction,” it was dissipated in reconstruction in general. 
Industrial Management was hardly a magazine with which to reach a very 
wide audience. 


[5] 


Mr. George Soule, who has written the most intelligent ap- 
praisal of the claims of Technocracy,‘ that Mr. Scott talked 
to any person he could buttonhole. The coming of the de- 
pression has proved a boon for the technocrats as it has for so 
many publicists. Some of the former members came together 
again, others were attracted, space was provided in the indus- 
trial engineering building of Columbia University, and with it 
some academic prestige, and the Architects Emergency Com- 
mittee of New York provided thirty-six architects and 
engineers—a number recently increased to one hundred.$ 

“Out of these modest beginnings have grown two immense 
results.” The first is the “Theory of Energy Determinants” 
and the second is the “Energy Survey of North America.” 
The latter, in a true scientific spirit, is not being circulated, 
and only gradually are we being taken behind the scenes and 
apprised of the discoveries. It is obvious, therefore, that a 
final estimate of the claims of Technocracy must await the 
publication of the basic data. In the meanwhile we can ex- 
amine the claims in the light of our general information on 
industrial development, and in the light of the evidence al- 
ready furnished. 

The main “discoveries” were announced to the world in 
the New York Times for August 6, 1932. The articles pub- 
lished since that date, which are listed below,® have—aside 


4 The New Republic, December 28, 1932. 


5 In a community where there is so much antagonism to the giving of re- 
lief without requiring work in return, there can be no objection to this par- 
ticular type of make-work policy. And when the results are actually published 
they may prove both interesting and useful. 


6 Three articles by Wayne W. Parrish appeared in the New Outlook for 
November, 1932, December, 1932, and January, 1933. Their respective titles 
are as follows: “What Is Technocracy?” ““Technocracy’s Question,’ and 
“Technocracy’s Challenge.” These three articles are apparently no longer 
the true gospel, as in the Living Age for December, 1932, Mr. Scott declared 
that only the following two articles had the indorsement of Technocracy: 
“Technocracy Speaks,” by Howard Scott, the Living Age, December, 1932; 
and “‘Technocracy Smashes the Price System: An Inquiry into the Nature 
of Our Present Crisis,” prepared under the direction of Howard Scott, Harpers, 
January, 1933. However, the former do not differ in content from those 
indorsed. 
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from adding words and therefore income to the technocrats— 
shown that they do not understand the most elementary 
principles of money, credit, cost of production, fixed charges, 
and depreciation. Their antagonism to economics as “the 
pathology of debt” has apparently prevented them from read- 
ing or understanding the economic literature. This is indeed 
surprising, as the method of Technocracy “is an integration 
of physics, chemistry, geology, geophysics, thermo-dynamics, 
zodlogy, biophysics, biology and physiology, insofar as these 
pertain to social problems.”’ Architects and engineers who can 
master these disciplines ought surely to have no difficulty in 
comprehending the work of such men as Marshall, Mitchell, 
Pigou, J. M. Clark, Keynes, or Hayek, to mention but a few 
of those who have written in the English language. 

The enormous returns—in terms of public interest—which 
resulted from the publication of a few popular articles are 
indeed surprising, and need a word of explanation. It is nec- 
essary to recall that the technique of carrying on the propa- 
ganda shows a fine appreciation of the advertising methods 
developed under the price system. Moreover, this is a period 
of great national distress which, if it continues for much 
longer, will create intellectual havoc even greater than the 
havoc already created in the standard of living. There is 
never any great predilection for critical thinking in a com- 
munity. What little exists is being forced into hiding. Fur- 
thermore, the natural sciences have great prestige, and popu- 
lar belief in their doctrines varies inversely with popular com- 
prehension. Any discussion in terms of “energy determi- 
nants,” “conservation of energy,” “decision arrivation,” and 
the like is irresistible and leaves us aglow with knowledge and 
erudition. Finally, the assurance of the inevitability of the 
changes outlined by Technocracy has converted thousands 
who might otherwise have remained skeptical. 
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III 


What are the fundamental discoveries when disentangled 
GPx the verbiage which shrouds them? 

. The importance of energy: “Through the expenditure 
of ieee we convert all raw materials into products that we 
consume and through it operate all the equipment that we 
use.” This, of course, has always been familiar to us, except 
that it was stated in terms of work and not of energy. The 
great merit of the latter term is the possibility of dragging in 
the Law of Conservation of Energy and thus marrying physics 
to the social mechanism. 

2. Energy can be measured, and the unit of measurement 
is always the same, while the dollar varies from time to time.* 

3. The chief distinction between our society and that of 
all previous societies is the much greater amount of energy 
which can be generated. This has always been recognized by 
the designation of our civilization as the machine era. 

4. With every increase in the amount of mechanical energy 
the need for labor decreases. 

5. The present depression marks the end of an era, since 
the increase in mechanical energy has at last become so great 


* To quote Mr. Scott: “It is the fact that all forms of energy, of whatever 
sort, may be measured in units of ergs, joules, or calories that is of the utmost 
importance. The solution of the social problems of our time depends upon 
the recognition of this fact. A dollar may be worth—in buying power—so 
much to-day and more or less to-morrow, but a unit of work or heat is the 
same in 1900, 1929, 1933, or the year 2000.” The great importance of the 
fluctuating purchasing power of money is, of course, well known. It is but 
necessary to mention Professor Irving Fisher’s research work and untiring 
efforts to popularize his findings. Moreover, in Mr. Scott’s sense the unit of 
money does not vary. In countries where a metallic standard exists, the unit 
of money is always worth so many ounces of the metal. This is the only sense 
in which the unit of energy remains unchanged. If it produces more com- 
modities at one time than another its purchasing power also will vary. The 
assertion that a dollar should always signify a constant amount of purchasing 
power is, of course, a non-sequitur. When the costs of producing the com- 
munity’s needs are falling because we are becoming more efficient, there is no 
reason why the price level should not fall and the purchasing power increase. 
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that, regardless of what happens, the need for human labor 
will rapidly decline. 

6. Does it not follow, therefore, that the price system must 
break down, and that only the engineers can run a mechanical 
civilization? 

More briefly still, it will be seen that we have here both an 
explanation of secular movements (a theory of history) and 
an explanation of business cycles. Now, it has long been the 
claim of various people that the introduction of machinery 
leads to the gradual elimination of human labor, and that the 
same fact has been responsible for periods of overproduction 
which have led to temporary but ever increasing amounts of 
unemployment. It is only necessary to recall the work of Sis- 
mondi at the beginning of the nineteenth century, when the 
machine first came into prominence, and of Marx, who taught 
us that the periods of overproduction would become more and 
more violent until the whole mechanism would break down. 
Against the historical interpretation we could always appeal 
to the historical events, but against the explanation of de- 
pressions there has been no satisfactory appeal, at least while 
the depression was in progress. For, although we had some- 
how recovered from previous depressions, during each par- 
ticular depression we have always been assured that it was 
different from all those which preceded. 

It will be best, therefore, to disregard the depression for 
the time being and examine the course of events up to 1929, 
in order to consider the claim that the volume of employment 
at that time cannot be restored. Then we shall return to the 
problem of business cycles. 
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IV 


The technocrats have probably been greatly impressed 
with the fact that, as they plotted the output of commodity 
after commodity over a long period of time, the curves at first 
rise steeply and then become more or less horizontal. Now it 
is quite unnecessary to make any elaborate statistical investi- 
gation to see that this must be true.’ A little reflection will 
make it clear that as a new commodity comes on the market 
sales at first increase greatly. Thus, in the case of the auto- 
mobile, as long as but few people were supplied with cars the 
output each year increased very rapidly. But, as more and 
more people were provided with cars, the market—in terms 
of new customers—became more and more restricted. From 
now on, aside from the growth of population and a possible 
tendency for people to buy more than one car, the output will 
be for replacement purposes only. Output will, therefore, be- 
come stabilized, and future development will be in terms of 
“improvements.” A reduction of the price of automobiles will 
in fact lead to a shortening of the average life of those in 
existence, and thus result in an increased output. It is rea- 
sonable to suppose, however, that employment in the in- 
dustry will in the future decline. But it is not reasonable to 
conclude that, even though such a decline takes place in a 
great many industries, the total volume of employment must 
decline. 

If technical progress were suddenly outlawed the standard 
of living could not advance as rapidly as it now does. The 
national income would increase only if the supply of capital 
increased or if the number of workers increased or if both in- 
creased. The income per capita could increase only if the 
growth of capital were faster than the growth of population. 
Unless this happened we could not have new commodities 
without foregoing some of the old commodities. Nor could we 


* The technocrats claim to have charted some 150 of the 3,000 commodities 
they intend to study. It ought to be made clear that there are but few com- 
modities for which data are available for any except the very recent years. 
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have a greater amount of leisure unless we were willing to do 
without some of the commodities we previously consumed. 

In actual fact, the supply of capital has been growing at a 
faster rate than the supply of workers, and at the same time 
there has been a steady improvement in the state of the arts. 
The output per worker has therefore increased, making pos- 
sible a steady flow of new commodities, which were generally 
additions to, and not substitutions for, old commodities, and 
a greater amount of leisure. The slightest acquaintance with 
the history of the last two hundred years, for example, will 
make it clear that this is what has actually been taking place. 

But the technocrats will immediately reply: “Ah yes— 
whereas in the past there were always new commodities, 
never again will we have the phonograph, the automobile, the 
radio, to save us from stagnation.” We can suggest that this 
kind of prophesy could have been made over and over again 
during the past. No one knew about the radio or automobile 
before they came. Moreover, newness in a commodity is only 
a question of degree. People still want better houses and 
cleaner streets, as well as more servants and less work. And 
it is not energy which people crave, but sliced bread, gay 
colors in cloth, fashionable furniture, and thousands of items 
which have value from a social point of view. The time is far 
distant when we shall have all we need or are made to think 
we need. Nor has the time arrived when our inventive genius 
has dried up and we shall not be able, spurred on by curiosity 
and the incentive of enrichment, to discover new “wants” 
and ways of supplying them. It is still truer to speak of even 
the United States as a land of scarcity rather than a “land of 
manna.” Our standard of living in 1929, for example, was 
still not all we would like it to be. And to assert, therefore, 
that the production rate of 1929 “fortunately does not exist 
or we would be so deluged with goods in a short time that our 
confusion would be all the greater” is indeed trifling with the 
problem of poverty. 

By the use of isolated examples—such as the decline between 
1900 and 1929 from 70 man-hours to 13 man-hours per ton of 
steel produced, or the decline between 1904 and 1929 from 
1,291 man-hours to 92 man-hours per automobile produced— 
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the technocrats have given expression to an erroneous concep- 
tion of our actual achievements. However forceful and pictur- 
esque these and other well-known examples may be, they are 
misleading when used to represent industry as a whole. The 
technocrats might have consulted the studies of the United 
States Bureau of Labor Statistics, which do show substantial 
increases in the output per worker—though even these 
studies exaggerate actual accomplishments, as they do not 
take account of the changing amounts of capital employed in 
each industry, and the time is not yet when machines, how- 
ever automatic, rain from the sky. If we wish to get a proper 
perspective of the actual achievements in all as distinct from 
some individual industries, we can consult the studies of the 
Federal Reserve Board, which show an increase in output per 
worker in manufacturing of 45 per cent between Ig919 and 
1929, and somewhat smaller increases in mining and agri- 
culture. 

This accomplishment, while not as challenging as that 
shown by the individual examples of the technocrats, is of 
course more substantial than that of previous years. Never- 
theless, between 1870 and 1930 there were but slight changes 
in the proportion of the population gainfully occupied, as can 
be seen from Table I. 

TABLE I 


ProporTIon OF PERsons GAINFULLY 
OccuPIED, 1870-1930* 


Year Percentage 
WIS pcroh tens SO ROO OS cie o : 32.4 
13805). ss eee ae eet ee 34.7 
ol oRM Marie MG cra qe bie co - a7 a2 
(solos serena om miso ec 38.3 
TQUO omerwrone cepa trateinias dame 41.5 
TGQ 20 inj atropdbenes top prel ne cap eee 39-4 
TORO k der ciate tA aerate 39.8 


* The increase in 1910 was the result chiefly of 
a change in definition. Further, if account were 
taken cf the changing age composition of our popu- 
lation, the fluctuations would be somewhat reduced 
and a slight decline for 1930 would be shown. 


These figures, of course, do not take account of any changes 
which may have occurred in the average percentage of unem- 
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ployment. There is, however, not the slightest bit of evidence 
to show that between 1890 and 1926 there was any upward 
movement in the annual percentages of unemployment.’ 
Nevertheless, it is important to recognize that, in the post- 
war decade as a whole, we have probably had a somewhat 
higher average amount of unemployment than during the 
pre-war decades—the result, no doubt, of more rapid tech- 
nical change and failure to make adjustments with sufficient 
rapidity. 

In 1930, therefore, in spite of all the improvements, some 
forty-nine million men, women, and children considered 
themselves a part of the labor supply, and when the census 
was taken in April of that year, after the depression had al- 
ready started, some three million workers were reported as. 
unemployed.’ 

When the technocrats assert that employment in industry 
reached a maximum in IgIg9, they must refer to a very 
restricted field, and even then the decline is but small, as can 
be seen from Table II. 


TABLE II 


AVERAGE NuMBER OF WaGE-EARNERS 
In Manuracturine Inpustry, 


TOES A] 
Year Paces 
VIL) (Co) ar hoe ne 8,998,000 
MEDD EER CNRS Se seis cs 6,944,000 
MG hays nyeheuev's eves ore tees 8,777,000 
LOD Sip Greece Sean ane 8 , 382,000 
WO2 7 mie shld es see 6 e's 8,350,000 
HQ2Q i ie. ae) siete weil, « ar 8,839,000 


Furthermore, the total field of employment is not to be con- 
fused with employment in manufacturing industries as de- 
fined by the census of manufacturers. A study of the census 
of occupations for 1920 and 1930 brings into clear relief the 


?See Paul H. Douglas, Real Wages in the United States, 1890-1926, 
Part IV. 


3 The sudden increase of unemployment after 1930 will be considered later. 
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changes which have taken place, and shows not only an in- 
crease in the total number of people employed but the par- 
ticular pursuits into which workers have been absorbed. The 
main facts are set forth in Table III. 


TABLE III 


GatnFuL Workers TEN YEARS OLD AnD Over CLASSIFIED BY 
GENERAL Divisions oF OccUPATIONS, 1920 AND 1930 






Number of Percentage, Number of | percenta *% 
(oscromined| 1920 (Gsoteminet] 193 
Lotal'nunibers\.: 22 5. 41,614 100.0 48,830 100.0 
Boricmlture 2255. i2h:i-)s- tab 10,666 : 10,472 2244. 
Forestry and fishing....... 270 : 250 a 
Extraction of minerals.....] 1,090 ; 984 2.0 
Manufacturing and me- 

chanical industries...... 12,832 j 14,111 28.9 
Transportation and commu- 

MICAHOM 6.55 =. ois) cc aie 3,097 : 3,843 7-9 
EAU! Sais cetaceans ace Ser 4,258 : 6,081 12. 
Public service? $2... 2000.2 739 3 856 1.8 
Professional service....... 2,171 , 3,254 6.7 
Domestic and personal serv- 

TSK Tae Se Seer se 35380 : 45952 10.1 
Clerical occupations....... Ce pp? : 4,026 8.2 


It is clear, therefore, that the decline of employment in the 
mechanized industries, on the railroads, in mining and agri- 
culture, must be set off against increases in the number of 
actors, teachers, barbers, cleaning-, dyeing-, and pressing- 
shop workers, cooks, chauffeurs, truck drivers, building-trade 
craftsmen, and laundry workers, to mention but a few of the 
growing occupations—occupations which may not meet the 
standards of an engineer’s utopia but which apparently satis- 
fied the “wants” of human beings as they are. This past 
development is one which is likely to continue. First, there 
was a decline in the numbers required to produce the nation’s 
food; we shall soon witness a decline in the numbers required 
to man the nation’s industries—and it will be the service occu- 
pations which will take up the slack. 
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Vv 


So much for the historical events. How rapid are technical 
changes likely to be in future years? Of the rate of future in- 
ventions only a prophet and not even an engineer can speak 
with certainty. But the technocrats imply that, with the pres- 
ent state of the arts, such revolutions in output are possible 
that with a much smaller labor force we can produce all that 
we can possibly want. There are two aspects to this assertion. 
On the one hand the technocrats seem to assert that, with the 
present type and amount of equipment, we can multiply our 
output many fold. This is tied up with the claim of another 
group of publicists who have popularized the importance of 
“idle capacity.” But we have already seen that, in the banner 
year 1929, with most of the people employed, what was actu- 
ally accomplished in the way of national output was far from 
what we should hope to attain. Even had it been possible to 
make the necessary adjustments and absorb all of the unem- 
ployed, the addition to the national income—desirable as it 
was—would not have been very great. Idle equipment is 
probably more of a myth than a reality. A great deal of obso- 
lete equipment undoubtedly exists—but it exists only be- 
cause, under a banking system which permits periods of infla- 
tion, it sometimes becomes profitable to utilize it. 

On the other hand, the technocrats imply that a more scien- 
tific utilization of existing equipment would result in a much 
larger product. It is only necessary to insist that the number 
of engineers in industry far outweigh the number of econo- 
mists, and if these engineers are to run industry in the future, 
they should be competent to point out methods of improving 
efficiency. It is not enough to hide behind a barrage of words. 
It should be patent to the most casual observer that the one 
thing which the individual enterprise under competitive con- 
ditions does strive for is to reduce its cost, regardless of the 
consequences on employment. At this point it is usual to in- 
sist that, while not much can be done with the present type of 
commodities, the latter could be so standardized and im- 
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proved in quality that they would rarely have to be replaced. 
But nowhere is there any consideration of the cost of pro- 
ducing such commodities in terms of energy resources or any 
other terms. No one will deny that consumers are often 
duped, and that they could disburse their incomes much more 
“wisely” than they now do; but it is apparent that “wants” 
which have a physical basis are but few indeed, and that 
variety and superficial attractiveness are often much more 
important than durability." The warmth of clothing is but 
one and that not a very important criterion. Even under the 
price system it is possible to buy cheap cotton cloth which 
would last longer than expensive silks. An authoritarian state, 
which regimented the population and produced for it food in 
terms of calories, clothes in terms of warmth and durability, 
houses and furniture in terms of space and warmth, might in- 
deed achieve some of the improvements forecast by the en- 
gineers. Perhaps this is what Technocracy has in mind. If so 
the engineers should be specific and not delude people into the 
belief that the engineers could provide them with all the 
goods and services they could possibly want. 

Although we cannot predict the rate of future inventions, or 
the abundance of inventions now known but held in secret, 
something can be said to show that future changes are likely to 
be of the magnitude experienced in recent years and not catas- 
trophic. Engineers are the very persons who ought to under- 
stand the concept of cost. But the writings of Technocracy 
make it clear that they have not grasped the fundamentals of 
the problem. It ought to be clear that any amount of re- 
sources can be spent on improving the efficiency of existing 
machines. This will be done only if, in terms of the resources 
spent, it is profitable to do so—profitable not only in a price 
system, but equally in a socialistic or any other type of society 
where decisions are made rationally. Moreover, it should be 


« Mr. Stuart Chase, in Technocracy, an Interpretation (p. 30), has inadvert- 
ently put his finger on the issue: “We shall continue for a time to buy boots 
that open to the breezes in six months, when it is perfectly possible, techni- 
cally, to make boots which would last until we were sick of the sight of them” 
(italics not in the original). 
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equally clear that the adoption of new types of equipment de- 
pends on (a) the rate of obsolescence of existing equipment 
and (4) the annual amounts of new savings. When the tech- 
nocrats say that there is no further need for individual sav- 
ings, they seem to imply that all the existing equipment can 
be transformed overnight into automatic equipment by some 
kind of magic, or else that they, rather than the community, 
are more competent to judge how much of the national in- 
come should be devoted to consumption and how much to the 
production of new capital equipment. And, while the rate of 
inventions itself is bound to affect the supply of new capital, 
there are likely to be no great changes in the near future. In 
fact, if we take away from banks the power of inflation— 
which, as will be indicated later, compells the community as a 
whole to save more than it would otherwise do—the supply 
of new capital is likely to be more steady. Capital which is 
already embodied in buildings and equipment can be utilized 
for new forms only very gradually as it wears out and is not 
replaced. 

It is not necessary to shrink from the fact that the decline 
in employment in the industries producing material com- 
modities is likely to continue unless some startling new com- 
modities are “invented.” And, though this latter hypothesis 
is not at all unlikely, it is as well to study the possibilities 
under the least favorable circumstances and consider what 
will happen as the number of people required in “industry” — 
both to produce the improved equipment and to operate it— 
will decrease in the succeeding decades. 
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VI 


It is obvious that, if we do not tolerate the kind of inflation 
which characterized the decade after the war, the production 
of commodities with less labor and capital will result in a 
steady lowering of the cost of production—and, therefore, 
under competitive conditions, a steady fall in the price of 
these commodities. That is the only meaning which can be 
attached to technical progress; unless costs are reduced there 
is no reason for adopting new methods of production. 

The simplest approach is to consider the results of the 
introduction of labor-saving devices in a single industry, the 
workers of which do not consume the commodities they make, 
and who, furthermore, form an unimportant fraction of the 
total working population. A reduction in the cost and, there- 
fore, under competitive conditions, in the price per unit of 
goods produced will lead to a larger output—except in the 
case of a very few types of commodities. The increase in out- 
put may be sufficient to employ all the workers previously em- 
ployed, more workers than were previously employed, or 
fewer workers than were previously employed. It is always a 
question of the nature of the demand for the particular com- 
modity. In the past we have had all types of examples, but, 
in order to consider the most difficult illustration, we must 
say that fewer workers will be employed in the particular 
industry. What, then, will happen to the workers displaced? 
The consumers get their product for a smaller total expendi- 
ture, and they will therefore have some purchasing power left 
with which to buy more of the other commodities they 
previously consumed, or entirely new commodities or services 
they previously could not afford to buy. It is in this way that 
the workers displaced in any one industry can find employ- 
ment in other occupations.* 

This type of analysis can be extended to the case where we 
treat all manufacturing industries as a single unit. It is in the 


« For a fuller discussion of this topic, see Douglas and Director, The Prod- 
lem of Unemployment, chap. x. 
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manufacturing industries which utilize large quantities of 
capital equipment that labor-saving devices are likely to be 
introduced, though at different rates in different industries. 
Again, we need only concern ourselves with the case where 
with a larger output fewer workers are employed. What will 
happen to the workers pushed out of these industries? As in 
the case of the single industry, consumers get their products 
for a smaller expenditure of money; but, inasmuch as the 
workers previously employed are themselves consumers, there 
is in fact a contraction of purchasing power. We must recall, 
however, that in a community using a metallic currency or ina 
community using bank credit, when less of the circulating 
media is used for the purchase of the products of industry, idle 
funds will exist unless there is a decrease in the velocity of 
circulation of money. These idle funds can be loaned to entre- 
preneurs at the right prices, and workers previously unem- 
ployed can again be put to work. Moreover, it may be 
necessary that workers accept lower money incomes before 
they can find employment, but this need not mean a lowering 
of the standard of living, as a given money income is worth 
more in terms of commodities than it was before prices were 
reduced. This is not to say that the process outlined is 
instantaneous—much time elapses before workers do, in fact, 
transfer themselves to new occupations, and much can be 
done to facilitate the transfer. 

The owners of property and the workers still employed in 
“industry” will share the product between them. It is obvi- 
ous that they will not want all of it in the form of commodi- 
ties produced, and they will therefore turn over a part of it to 
others for services. The property owners will probably not 
consume much more than they do now, and they will save 
and invest the rest. The workers employed in industry will 
turn over a part of their income to others in return for 
services. This is really the crux of the modern development. 
However inelastic the demand for commodities may be, the 
demand for human services cannot be readily satisfied. 

It is indeed unfortunate that we cannot speak precisely of 
the way in which income will be distributed between property 
owners and labor, as that depends on the quantities of 
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capital and labor as well as on their rates of return. Until the 
last decade the shares going to property and labor have re- 
mained unchanged.? The proportion of income going to 
property increased somewhat during the nineteen twenties, 
but there is no evidence that this was more than a temporary 
phenomenon. If the development should be such that prop- 
erty received an ever increasing share of the national income, 
and we did not like such inequalities, a proper policy of taxa- 
tion can readily remedy the situation without any conse- 
quences on the price system. 


2See Paul H. Douglas, Real Wages in the United States, 1890-1926, 
chap. xxix. 
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Vil 

We can now turn to the claims of the technocrats that the 
present depression is the result of the technical changes which 
have taken place, and that the existing conditions are 
symptomatic of a permanent situation under which the price 
system must collapse. We have seen that technical progress 
is not incompatible with full employment. Moreover, it re- 
quires more than post hoc ergo propter hoc assertions to show 
that this depression is the consequence of the technical 
changes which preceded it. The mere fact that technical 
change is gradual and that the decline in employment since 
1930 was sudden throws some doubt on the relationship be- 
tween the two. The great reduction in output since 1930 does 
not, therefore, justify the conclusion that maximum produc- 
tion was reached in 1929. The same erroneous conclusion 
might have been made in 1893 or 1907. While this depression 
is quantitatively different from previous depressions, it is not 
qualitatively different. The factors which are different—such 
as the war, the resulting debts, and tariffs—are wholly un- 
related to the technical changes of the twenties. We need, 
therefore, an analysis which is applicable both to this and to 
previous depressions. Of course, only a bare outline can be 
provided. 

If there were no commercial banking system, the national 
income would be distributed for consumption goods and the 
production of additional equipment in accordance with the 
desires of the community. The output of industry is equal 
to the income of the laborers employed in it and of the prop- 
erty owners whose capital is invested in it. Clearly, if entre- 
preneurs borrowed funds directly from the income receivers, 
they could not continue to produce capital equipment in ex- 
cess of the amounts which income receivers were willing to 
save. 

When commercial banks exist, the amount of credit can be 
varied within broad limits. It is the object of the banks to en- 
large the volume of outstanding credit and thus increase their 
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income. Business men, on the other hand, are constantly seek- 
ing new ways of expanding their business. Now any expan- 
sion of bank credit leads to an increase of the price level, and 
it is well known that some prices change more readily than 
others. Wages, for example, whether because of collective 
agreements or mere inertia, lag behind the price increases of 
consumers’ goods. At once the business community is con- 
fronted with the very delightful fact that goods are selling for 
higher prices and are manufactured at the former or but 
slightly increased costs. This means an increase in the rate of 
profit. To exercise restraint under such circumstances requires 
ascetic qualities which our business men do not possess. Even 
the skeptical join the adventurous in shouting the praises of 
the new era and in enlarging their scale of operations with a 
hope for further price increases. In order to enlarge output 
further, borrowing at the banks is necessary, bringing about 
the price increases which are expected. The increase in the 
price level of consumers’ goods, unaccompanied by a com- 
pensating increase in money incomes, means that consumers 
get fewer commodities for a fixed income, and the community 
as a whole is thus forced to save more and consume less than 
it would otherwise do. It therefore becomes possible and im- 
mediately profitable to employ workers and purchase materi- 
als for the construction of additional capital equipment—a 
process which would be quite impossible if we were to be so 
reckless as to take away from commercial banks the power to 
alter the distribution of income between consumption and 
saving. 

There is one particular way in which technological change 
has affected the events preceding this depression. During the 
twenties the wholesale price index did not show any increase, 
and in fact sagged somewhat. Superficial observers have 
jumped to the conclusion that there could not have been any 
inflation during these years. Had they been less occupied with 
the index of wholesale prices and paid more attention to other 
price indices, they might not have been led into this con- 
fusion. If we were not aware of the fact before, the techno- 
crats have by now convinced us that during these years theré 
were important technical improvements in industry, so that 
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commodities were produced at falling costs. In a competitive 
society such falling costs would eventuate in falling prices. If 
the money incomes remained unchanged, the real income of 
the people who purchased these commodities would have in- 
creased. This decline in prices did not take place, and the 
explanation is to be sought in the expansion of the volume 
and the increase in the velocity of circulation of bank credit. 
An expansion of bank credit which maintains prices that 
would otherwise have fallen has exactly the same effect as an 
expansion of bank credit which increases prices that would 
otherwise remain unchanged. Both can be characterized as 
inflation and lead to a maladjustment between costs and 
selling prices in favor of the entrepreneurs. 

There is no doubt that business men are extremely fond of 
a little inflation and the “prosperity” which accompanies it. 
And, if it could be kept up incessantly, there would be much 
less objection to it than there is now. But the ability of the 
banks to satisfy the clamor of their customers for additional 
loans is not altogether unlimited, and, as this limit is ap- 
proached, the interest rate is increased. Wage rates, too, grad- 
ually increase. As the boom develops these and other cost 
items gather momentum and overtake the price increases of 
the finished goods. As the new equipment becomes available 
it is suddenly discovered that it cannot be employed profit- 
ably at the prevailing costs and selling prices. 

Confronted with such a situation, employers, unable to 
reduce costs sufficiently, are compelled to reduce their scale 
of operations. This phenomenon, once begun, spreads with 
increasing rapidity over the entire economic organization. It 
is accompanied by a contraction of bank credit and, therefore, 
by a decline in the price level. Unfortunately, this reduction 
of prices means a reduction of the wrong prices, and instead 
of mitigating the situation makes it worse. Certain prices 
which were slow to move as the boom developed are even more 
reluctant to move down hill. This has always been the case, 
but in recent years the tendency has been reinforced by the 
greater rigidity of the economic system. On the one hand, 
workers organized and unorganized (and especially the 
former), facing a hostile world of employers, resist bitterly 
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any attempt to reduce their income. In this perfectly human 
endeavor they have been reinforced by the preachments of 
those who assured them that their action was not merely 
simple justice, but that it was the only way of maintaining 
purchasing power and thus curing the depression. The process 
of reducing this very important element of costs is therefore 
prolonged, and when it is effected the workers feel that they 
have been duped, for by then prices have fallen farther, and 
what might have been a remedy in the first place is quite 
inadequate. Nor are wages of labor the only prices which are 
sticky. While we have made some abortive efforts to deal with 
formal combinations among employers, we tend to forget 
that our system is shot through and through with informal 
understandings to make competition less and less effective. 
And these understandings become especially significant in so 
far as they prevent the fall of prices which must take place. 
Adam Smith said all that needs to be said on this point: 
“People of the same trade seldom meet together, even for 
merriment and diversion, but the conversation ends in a 
conspiracy against the public, or in some contrivance to raise 
prices.” To make the application to business cycles, it is only 
necessary to make a slight modification and emphasize 
“keep” rather than “raise.” But, however effective trade- 
union organizations may be in preventing a fall in the wage 
rate, they cannot dictate the volume of employment; and 
however powerful employers may be, they cannot compel 
people to buy as much at high prices as they would buy at 
lower prices. Employers, therefore, must contract output 
and employment, the effect of which is to accentuate the de- 
pression. 

It is only necessary to raise the question as to why so 
many people who were employed in 1929 are not employed 
now to see that the answer must be made in terms of a mal- 
adjustment between costs of producing the things which 
people want and the prices at which they can be sold. As long 
as there are millions of workers without employment it is 
irrelevant to talk of the absence of wants. If any group of 
workers attempted to maintain its prices while other prices had 
fallen, in a society where workers were their own employers 
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and exchanged the product of their labor for the product of 
the labor of others, it would soon find out why other people 
refused to purchase its products. In such a society workers 
would remain unemployed only if they could produce nothing 
which other people wanted. They would, however, see clearly 
the necessity of lowering the prices of their products or of 
changing their occupation. The presence of an employer as 
an intermediary complicates but does not alter the essential 
features of the problem. 

Equally irrelevant is the talk of the technocrats about the 
importance of debt and fixed interest charges. If funds are 
borrowed for the construction of capital equipment, it is 
necessary that the equipment be maintained in perpetuity, or 
until the funds are returned to the owners. In actual prac- 
tice some approximation is made of the life of any piece of 
equipment and a rate of depreciation fixed accordingly. When 
the equipment is scrapped, it is thus possible to replace it. To 
speak of investment as a burdening of the future generation 
is putting the cart before the horse. It does happen, as the 
technocrats point out, that the business men make mistakes, 
and that equipment becomes obsolete before it is paid for. A 
competitive society, however, will not be burdened very long 
with those who make too many mistakes. 

As regards the volume of unemployment during any de- 
pression, it should be clear that the size of the fixed debt and 
the interest charges on it do not have the slightest bearing on 
the scale of operations. In the decision made to maintain, 
contract, or enlarge the volume of output only the costs 
which can be avoided are significant. Those which go on even 
when the plant is completely shut down should have no 
influence on the decision, unless business men are unaware of 
the difference between fixed and variable costs. 

It is, of course, true that the decline in the price level since 
1929 has worked to the disadvantage of debtors, and that in 
terms of the price level which now prevails the burden of 
debts contracted at a higher price level is excessive. This 
burden can be lessened, however, by a policy of inflation 
which would bring the price level nearer its former height. 
It cannot be said, however, that even under the existing price 
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level the fixed charges on the debt absorb §0 per cent of the 
national income. If we accept the estimates of the technocrats 
of a total debt of some 200 billion dollars, the fixed charges on 
it at § per cent interest would amount to approximately 10 
billions, and the national income is still nearer 4§ billion dol- 
lars than 20 billion dollars. Moreover, when the income is 
raised to nearer its former level, the fixed charges on the debt 
would form an even smaller proportion of the national income. 
While it is dangerous to attempt a psychological interpreta- 
tion of Mr. Scott’s preoccupation with debts, a reading of his 
recent articles in conjunction with those he published when 
employed by the I.W.W. makes plausible the suggestion that 
he dislikes a system of private property and inheritance. His 
erroneous belief that we already have as much capital equip- 
ment as will ever be needed has undoubtedly strengthened his 
original dislike. Such dislikes—which are matters of taste— 
ought, however, to be stated explicitly, even though such 
explicitness may diminish the ranks of the disciples. 
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This is not a perfect world. The problem of poverty as 
accentuated by business cycles is the most challenging eco- 
nomic issue of our generation. Our monetary system is in 
great need of reform. Our national income can be increased 
by the removal of tariffs and other trade barriers. Engineers 
should point out ways of increasing the efficiency of our na- 
tional industries. The problems associated with technological 
unemployment deserve careful consideration. It may well be 
asked, therefore, whether the technocrats by arousing the in- 
terest of the community—as they seem to be doing—are not 
contributing to the solution of these problems. It is this as- 
pect of Technocracy which is apparently driving many social 
reformers to lend their sympathy and approval. Although 
aware that the issues raised are not the real issues and that 
the conclusions formulated are not sound, they hope never- 
theless to turn the interest created to the advantage of their 
own particular “causes.” The wisdom of this is extremely 
doubtful. It is not enough to work up enthusiasm, and much 
harm will result from raising false issues, creating fear, and 
making promises the implications of which have not been 
thought out. 
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INTRODUCTION BY THE EDITOR 


Systematic unemployment relief is now on the agenda of a 
score of state legislatures. Miss Mary B. Gilson seems pecul- 
iarly qualified to present the case for unemployment insur- 
ance because of her unique combination of wide experience 
in industry and authorship of the most comprehensive study 
of British experience in this field. 

This is the third of a series of Public Policy Pamphlets 
which the University of Chicago is publishing. Frequently 
the scholarly journals give no attention at all to problems that 
have an acute but temporary interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable public service by making 
available to the public whatever special training and infor- 
mation it may have at its disposal. The continuation of such 
a series will, of course, depend upon its reception by the 
public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 


Harry D. GIDEONSE 


February 10, 1933 


I. WHY ADOPT UNEMPLOYMENT INSURANCE? 


In a recent number of a magazine widely circulated among 
employers a prominent counsel of the largest manufacturers’ 
organization in the United States said, “All the testimony of 
European authority is to the effect that unemployment insur- 
ance does not cure unemployment." The absurdity of such a 
statement is as glaring as a similar statement concerning old 
age and old age pensions would be. No thinking person re- 
gards old age pensions as a cure for old age nor widows’ pen- 
sions as a way of bringing back dead husbands nor life insur- 
ance as a means of preventing death. It is just as fallacious to 
hold that unemployment insurance should cure unemploy- 
ment. It never was devised for that purpose. It is frankly a 
measure devised primarily to relieve the suffering caused by 
the devastations of unemployment. And, it should be added, 
even the best of all possible measures can relieve only a part 
of this suffering. There is still an enormous toll taken from 
society in the form of undernourished, diseased bodies, sick 
minds, disrupted families, vagabondage, begging, crime, 
lowered standards of working conditions, bitterness engen- 
dered by continuous suffering, and many other evils due to 
the breakdown of our economic machine many parts of which 
originated in the “‘one hoss shay” we used in a former and 
simpler age and did not scrap as we scrap the parts of physical 
machines when they are out of date. 

It goes without saying that society’s chief concern should 
be an attempt to build up a machine that will not periodically 
break down and ruthlessly dump its occupants on the road- 
side. But along with an unremitting search for causes of and 
remedies for the calamities and diseases of our civilization 
must go adequate methods of relieving the victims until we 
can find and eradicate the causes. Indeed, when an evil itself 
is overwhelming and methods of eliminating it do not lie in 
the immediate future, it may be necessary to center on relief 
for the time being. Some evils are so entangled with vested 


* Industrial Relations, Vol. 3, Nos. 11 and 12, November and December, 
1932, p. 619. 
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interests of one kind or another that mental and moral revo- 
lutions are necessary to accomplish their elimination and such 
revolutions do not come about overnight. One may say that 
history has demonstrated that a large proportion of human 
suffering is due to this fact which we now recognize as “cul- 
tural lags.” 

Since human beings are slow in adjusting their social and 
economic institutions to the advances of the physical sciences 
and of technology it seems defensible to provide for the relief 
of suffering caused by such maladjustments. The problem, 
then, in our present predicament is to find the best possible 
method of relief, at the same time not relaxing our efforts to 
“cure” unemployment. 

Unemployment has affected roughly 30,000,000 persons in 
the world today. In the absence of any accurate method of 
obtaining unemployment figures in the United States it is 
estimated by authorities that about 12,000,000 persons are 
now involuntarily out of work in this country. But one of the 
popular fallacies is that this social plague is present only in 
periods of depression, whereas the truth of the matter seems 
to be that it is now a permanent problem. In the most active 
days of our Boom Era there were over two million able-bodied 
persons who wanted jobs and could not find them.? The tex- 
tile and bituminous coal areas furnished plenty of victims of 
unemployment and underemployment during the height of 
our prosperity. Moreover, as time goes on and other methods 
of manufacturing and kinds of machinery are invented we 
may be sure there will always be plenty of “technological un- 
employment” of at least a temporary type. Indeed it is esti- 
mated that several million persons would still be unemployed 
even if we were to return to the peak production of 1929. 
Whatever may be the figures in the future we know the past 
has shown periods of varying lengths during which the rapid- 
ity of technological change left victims in its wake. Frequent- 
ly, moreover, when men and women in the older age groups 
are thrown out of work because of the breakdown of our 
creaking social machinery, they do not succeed in getting a 
foothold again. For these and many other reasons it is im- 
portant that we get it clearly fixed in our minds that unem- 


2 Estimate of Professor Leo Wolman of Columbia University. 
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ployment is of a merely temporary phenomenon but a prob- 
lem that is always with us. Nor does any possibility of stamp- 
ing it out loom large on the horizon of an increasingly tem- 
pestuous world. 

We must accept unemployment, then, as inevitable in a 
social order in which less attention is paid to social stability 
than to the latest models of automobiles and radios. If in- 
security is the price we pay for technological “progress” in a 
free competitive society, it follows that we must devise 
permanent machinery for handling the problem, unless we 
choose the alternative of controlling the progress through a 
more planful society. 

There can be little doubt that our hand to mouth methods 
of relieving the distress due to unemployment have been highly 
unsatisfactory. In the first place, because we have no policy 
and no systematized methods for handling this ever present 
problem, we pretend that it does not exist in periods of pros- 
perity. As a result the groups and individuals who are invol- 
untarily unemployed during such periods suffer unnecessarily. 
In the second place, when we experience a depression we have 
to set up emergency methods and use emergency staffs. To- 
day, for example, witness the tragic fumbling in many locali- 
ties partly because of uncertainty of the source of future funds 
and partly because of the inherent weaknesses of emergency 
methods. Case work organizations have in many places been 
- absorbed in doling out alms. Charitable organizations and re- 
lief workers who have worked hard and unselfishly under all 
but overwhelming circumstances deserve commendation. But 
many of these workers are increasingly aware of the inade- 
quacy of our methods of relief. They realize they are treating 
as ““cases’” persons who should be treated as the victims of a 
hurricane with which their personal qualities have had no 
possible connection. A person thrown out of work by the hap- 
hazard dislocation of industry is no more a “‘case” than the 
man who happens to remain at his machine. However, as time 
goes on and the unemployed man is idle for a long period it is 
only too true his morale becomes so lowered that he frequently 
becomes a “case.” Even after we had leaped what for a time 
seemed to be an insurmountable hurdle, viz., the prejudice 


3 American Labor Legislation Review, January, 1933, p- 119. 
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against tapping federal funds, we had not obviated the diffi- 
culties in regard to putting the able-bodied involuntarily un- 
employed on a self-respecting basis for at least the first few 
weeks of unemployment.4 

The New York Times of January 30, 1933, carried a report 
that Newton D. Baker, Chairman of the National Citizens 
Committee of the Welfare and Relief Mobilization, had ap- 
pealed in the form of a letter to forty-two Legislatures now in 
session and to the Governors of these States to speed and ex- 
tend funds for relief of the unemployed, in the face of rapid 
exhaustion of private and communal relief sources. Mr. Ed- 
ward Ryerson, Chairman of the Illinois Emergency Relief 
Commission, in his report on January 25, 1933, to the legisla- 
ture of Illinois, estimated that $92,000,000 of state or federal 
funds will be required for state-wide relief this year. The re- 
port stated, 


The number of destitute persons in the State has continued to in- 
crease, and the problem of providing relief has assumed tremendous 
proportions. The number of idle in Chicago in October was estimat- 
ed at between 750,000 and 800,000 and the number in the State at 
between 1,300,000 and 1,400,000. Since that time unemployment 
has appreciably increased. .... As time goes on it is to be expected 
that the number will be still further swollen by families now living 
on savings or borrowed funds who are exhausting such private re- 
sources and will be forced to appeal for aid.® 


Professor Douglas in his Standards of Unemployment Insur- 
ance paints an appalling picture of our tremendous and yet 
inadequate relief expenditures.’ 

Dr. Charles E. Persons has made an estimate of relief ex- 
penditures as follows: 


P: 85 ,O0G,0CGG a) i.in ey sari ee 1929 
LE O,0GO(OCG ins bo. 5 am 1930 
360,G96,0GG. th Ai SU 1931 
§00,G00,000 252 75 Jay, os weer 1932 


4 The importance of an adequate supplementary system of relief cannot 
be too urgently stressed. See Paul H. Douglas, Standards of Unemployment 
Insurance (University of Chicago Press, 1933), pp. 99-105. 


5 New York Times, January 30, 1933, P- 7: 
6 Chicago Daily Tribune, Thursday, January 26, 1933. 
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Dr. Persons thinks that a conservative estimate of appro- 
priations from state funds for relief purposes would be 
$200,000,000. Because it is impossible to say now how these 
funds will ultimately be distributed it cannot be determined to 
what extent this sum should be considered as an addition to 
that reached in calculating relief expenditures by cities and 
other local subdivisions. In any case it is unquestionable that 
state administrations “have been driven to support local relief 
expenditures on a large scale.” 

Federal monies provided for the emergency construction of 
public works and the money advanced to states for the relief 
of the unemployed are not included in the figures given.’ 
Millions of bushels of wheat and hundreds of thousands of 
bales of cotton have also been distributed, and enormous sums 
have been spent on lodging and feeding transient men. Dr. 
Persons concludes that the costs of unemployment are rapidly 
increasing. He says: 


The increasing urgency of want and destitution has routed our 
relief forces from the first defense line constituted by reliance on 
private savings, and private charity supplemented by local public 
agencies. It has broken through the second line reconstituted by 
financial bulwarks provided from state treasuries. In certain states, 
of which Illinois is first, the leaders of the relief forces can already see 
the failure foreshadowed of the private, local, state and federal funds 
so far made available. Our relief expenditures have reached mag- 
nificent and staggering totals. Yet our success in meeting the emer- 
gency of unemployment need is not great. Our choice is between 
the haphazard, character destroying American dole system of chari- 
table relief and the systematic organization of unemployment re- 
serves or insurance funds as a bulwark to the self-respect of our 
workers and of our nation.? 


The advocates of sweet charity have about faded out of the 
picture in this the year of our Lord 1933, after nearly four 
years of holding the hat. I repeat “about,” for every country 


8 Dr. Persons reported in December that “The last available reports show 
nearly 77 million dollars so spent through November 30, 1932, to 33 states 
and 2 territories.” Illinois at that time had borrowed the largest amount, 
$25,240,000. (Paper delivered at a joint session of the American Statistical 
Association and the American Association for Labor Legislation at Cincin- 
nati, Ohio, by Dr. Charles Persons, December 30, 1932.) 
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still has its quota of those who give with pleasure and are 
taxed with pain. The personal joy which many persons derive 
from the sensation of giving out of their surplus to persons 
who would starve but for their beneficence is a joy hard to 
forego. Said Hannah More in 1801 to the starving women of 
Shipham, England, 

Let me remind you that the scarcity of food has been permitted 
by an all wise Providence to show the poor how immediately they 
are dependent on the rich..... We trust the poor in general, espe- 
cially those that are well instructed, have received what has been 
done for them as a matter of favour and not of right.?° 


Said the Chicago Tribune in an editorial on November g, 1932: 

The recipients of unemployment relief are objects of charity. ... . 
Money has been given them not because the victims have a right to 
it but because the community has a heart..... The assumption 
.... that they are entitled to support by right .. . . if it is allowed 
to go unchallenged will place a premium on incompetence, laziness 
and shiftlessness.™ 


However, as more and more persons become sentient in regard 
to the present distribution of wealth and the lack of relation 
between ability and financial status this form of self-gratifica- 
tion is likely to become as vestigial as our coccyx bones. 

; The idea that only the lazy and inefficient suffer from un- 
/employment has gone by the boards in all but the most be- 
| nighted circles. Anyone with the slightest acquaintanceship 

with industry knows well the backing and filling, and the con- 
flicting practices in even the best industrial establishments 
when curtailed production necessitates a selection of workers 
to be laid off. Even where organizations have worked out 
rating systems for evaluating workers mone of these systems 
is fully adequate in itself nor is it fool-proof against personal 
factors and relationships which befuddle the issue when 
choices must be made. Indeed, one of the worst things about 
losing a job is that the worker is completely confused as to 
whether he is laid off instead of Jim because his foreman re- 
garded him as a less efficient worker than Jim or because he 
liked him less than Jim or because he had only one child when 


t0J. L. and Barbara Hammond, The Town Labourer (Longmans, Green 
& Co., 1928), p. 229. 
™ Chicago Daily Tribune, November 9, 1932. 


[6] 


Jim had six. Some days sentimentality prevails to a greater 
degree than others but most establishments furnish an inter- 
esting example of conflicting emotions and behaviour at times 
when the working forces are reduced. Naturally at a time like 
this, when unemployment has cut such a wide swath through 
the fabric of the entire industrial world, when whole plants 
are shut down, there can be no question of any selective 
process which throws out the less efficient. Nor do inventions, 
with their lightning like descent, intuitively select only the 
lazy and inefficient as their victims. 

The facts, then, that involuntary unemployment exists in 
good times as well as bad, that our economic machine plunges 
periodically like an avalanche into valleys of gloom and 
despair after poising for awhile on an illusory mountain top, 
that it takes with it helpless victims who have done nothing 
to bring misfortune on their heads; these facts surely furnish 
all the argument needed for the most humane and effective 
treatment of the victims. 

That these victims should have provided for themselves 
through the proverbial saving for the “rainy day”’ is, in the 
face of the actual earnings of thousands of workers and in the 
face of their lack of protection against the hazards of sickness, 
old age, bank failures and other calamities, a moth-eaten 
argument™ which should be relegated to the discard along 
with the fallacy that this is still a pioneer period and the 
Calvinistic faith that God will prosper the virtuous. 


II. WHAT IS A DOLE? 


Probably the most effective weapon of attack on proposals 
to establish unemployment insurance for the involuntarily un- 
employed in this country has been to use a word which seems 
to have the unique power of causing as many chills to play up 
and down the spines of the timid as.certain other words 
burdened with connotations they ill deserve. That word is 
dole. It is used, as a rule, wholly incorrectly, sometimes by 
persons who maliciously and purposively wish to damn un- 
employment insurance by that small but powerful word and 
at other times by the stupid and ill-informed who are addicted 


# Paul H. Douglas, Standards of Unemployment Insurance (Chicago: Uni- 
versity of Chicago Press, 1933), pp. 11-14. 
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to expressing opinions concerning things of which they know 
little or nothing. 

Now a dole is supposedly something a person gets for 
nothing, something involving no system, no contract nor re- 
sponsibility declared or undeclared. In plain and simple 
terms, it is a charitable gift. When we have said that, we 
have described what has been going on in every corner of the 
United States during this entire depression and every preced- 
ing depression. We have been “doling” out rations, money, 
gifts of one kind or another to the unemployed and while we 
have been doling, we have been shuddering at what we are de- 
termined to call Britain’s “dole.” 

One should not be scornful of persons who find the British 
unemployment insurance scheme intricate. But perhaps it is 
not out of order to scorn those who condemn it when they 
know little or nothing about it and do not take the trouble to 
study it. The word “dole,” which has worked such havoc, was 
first used widely in England when the national government 
gave, out of the national exchequer, over sixty-five million 
pounds to demobilized soldiers and munition workers, after 
the armistice. There were certain abuses in connection with 
this out-of-work donation, due to its emergency nature. It 
had nothing whatever to do with unemployment insurance, 
which had been established in 1g11, when a tripartite con- 
tributory fund was set up to which about 2} million workers, 
their employers and the government made weekly contribu- 
tions. Prior to this time an unemployed worker had to de- 
pend upon his savings, upon his trade union, upon private 
charity and upon the Poor Law for any help. It was because 
these methods of relief had proved so unsatisfactory that un- 
employment insurance was established. Various conditions 
for drawing benefit were defined, such as preliminary contri- 
butions to the fund, a waiting period, a stipulated limitation 
of the benefit period and ways of checking applications for 
benefit through a national system of employment exchanges. 
In this scheme emphasis was placed on encouraging both em- 
ployers and workers to safe-guard the fund. Provision was 
made to refund to an employer one-third of his contribution 
for any worker employed by him continuously an entire year 
and there were other incentives to both employers and work- 
ers in the interest of stabilization. 
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During the war the scheme was extended to cover munition 
workers and certain trades chiefly engaged on war services. In 
1920 it was extended to the great majority of industrial work- 
ers, excluding agricultural and domestic workers, and a few 
other groups, as well as to clerical workers earning less than 
approximately $1250 a year.** Although the arrangement was 
retained whereby benefit was limited in duration and definite- 
ly related to contributions, the scheme was established such a 
short time before the depression set in that numbers of work- 
ers had no opportunity to pay in the required preliminary 
contributions before they were out of work. It was because of 
the “prosperity-is-just-around-the-corner” theory that un- 
employment benefits continued to be paid to such workers as 
well as to many who had exhausted their right to them 
through the contributions they had paid into the fund. “Un- 
covenanted,” later called ‘“extended”’ benefit, and later still 
“transitional” benefit, gave persons who like to use the word 
“dole” plenty of opportunity to do so. Carrying large num- 
bers of cases of this sort along with the workers who were 
technically entitled to unemployment insurance put things in 
a bad mess and finally, the unemployment insurance fund had 
piled up a debt to the National Exchequer to the tune of 
115,000,000 pounds. The Royal Commission on Unemploy- 
ment Insurance which, in November, 1932, handed in a report 
based on two years of extensive investigation, said: 

The growth of the numbers of persons receiving benefit as of right 
under the relaxed contribution conditions but outside the insurance 
scheme is shown in the following table which includes, for purpose of 
comparison, particulars of the numbers of unemployed persons on 
the Live Register:"4 

Number Estimated Numbers on Live 


to be in Receiptof Register (at End 
Transitional Benefit of Month) 


(oe a, 120,000 1,394,000 
Oetaber, 1929... .....+...- 130,000 1,234,000 
MeMPaary, TQ... 2s. sos sos 140,000 1,539,000 
LEA 6 re 300,000 1,770,000 
LR a eae 410,000 2,507,000 
Qiereet, BOGE cv. 5 ies. ss 526,000 2,726,000 


3 At the rate of exchange of that time. 


4 Royal Commission on Unemploymént Insurance, Final Report (Lon- 
don: H.M. Stationery Office). Cmd. 4185, p. 29. 


[9] 


From the beginning of the scheme through 1931 the unem- 
ployment insurance benefits financed by premiums paid into 
the fund by workers, employers and the government were 
82.5 per cent of the whole. Only 17.5 per cent were paid out of 
extraordinary appropriations and loans from the government. 
However, the debt of the fund to the government was increas- 
ing, due to the numbers of transitional benefit cases and in 
consequence persons who were thus classified were removed in 
October, 1931, from the insurance scheme. Critics who love to 
roll the word “dole” on their tongues are not cognizant of the 
fact that a large number of British workers is covered by 
insurance and that only “transitional benefit” cases are now 
paid out of the national treasury and on the basis of need.*5 

The introduction of relief on the basis of need or a “needs 
test,”?° for British workers who have exhausted their right to 
bona fide unemployment insurance, has caused a good deal of 
resentment. This is partly explained on the ground that the 
persons investigated have felt they were being treated like 
poor law “patients.” The stigma attached to the receipt of 
poor relief in England is easily understood if one goes to the 
trouble of looking up this subject in the writings of Sidney 
and Beatrice Webb.” 

Dissatisfaction with the lack of uniformity in methods of 
applying the “needs test,” led the above-mentioned Royal 
Commission on Unemployment Insurance to recommend that 
the persons who had exhausted their right to draw benefits 


5 In the face of this fact compare the following statement made recently 
by James A. Emery, counsel of the National Association of Manufacturers: 
“Beginning with an actuarial foundation with limited contributions from 
employer, employee and the State, the British system, under political pres- 
sure, became a vast scheme of donated relief.” (Industrial Relations, Novem- 
ber and December, 1932, Vol. 3, Nos. 11 and 12, p. 618.) In Great Britain a 
recent investigation has shown no less than 35.2 per cent of the persons con- 
tinually insured during the 7} years between 1923 and 1930 had drawn no 
benefit at all and another 38 per cent had received benefit less than 10 per 
cent of the time, despite an average unemployment rate of 13 per cent which 
sometimes mounted as high as 20 per cent. 

%6 The term “needs test” is now preferred to the earlier term “means 
test.” 

17 Sidney and Beatrice Webb, English Local Government: English Poor Law 
History, Part 1: The Old Poor Law; Part II: The Last Hundred Years (New 
York: Longmans, Green & Co., 2 vols., 1929). See also, by same authors, 
Prevention of Destitution (New York: Longmans, Green & Co., 1911). 
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from the unemployment insurance fund should continue to be 
handled on the basis of need but quite apart from the poor 
relief cases and by local committees serving under the national 
authority of the Minister of Labour. 

After two years of intensive study of all these years of ex- 
perience with the British scheme the Royal Commission came 
out flat footedly for maintaining the principle of insurance for 
the first line trenches, supplementing the insurance scheme by a 
more adequate system of relief for the long time unemployed, the 
“surplus” or “permanently unemployed,” the persons who 
either for industrial, economic and political reasons or for 
personal reasons are not technically qualified to receive un- 
employment insurance benefits. They recommend among 
other things that certain changes be made in contributions 
and benefits and in conditions for the receipt of benefit. At 
present the weekly rates of contribution to provide benefits 
for an adult male worker are (according to exchange rates 
Feb. 2, 1933): 

By Worker By Employer By Exchequer 
$.14 $.14 $.14 

and an adult male worker can draw in benefit $2.54 a week 
and an adult female worker $2.20. There are various grada- 
tions in both contributions and benefits for the different 
groups, according to age and sex. The waiting period, before 
an unemployed worker who has paid in the necessary pre- 
liminary contributions can draw benefit, is a week and dura- 
tion of benefit is for twenty-six weeks. 

This is the barest skeleton of the British unemployment 
insurance scheme and in the limited space of this pamphlet it 
would be impossible to describe in detail the various safe- 
guards provided for checking the worthiness of applicants and 
other features of the scheme. The accusation that the Brit- 
ish scheme encourages malingering is best answered by a ref- 
erence to the sample studies which the British government has 
made and which have shown a negligible percentage of ma- 
lingerers.? If equally careful studies were made of persons re- 


% Mary B. Gilson, Unemployment Insurance in Great Britain (London: 
G. Allen & Unwin Ltd.; New York: Industrial Relations Counselors, 1931), 
pp- 106-11, 460-62. Sir William Beveridge, Unemployment, a Problem of 
Industry (London: Longmans, 1930), pp. 277-82. 

19 Ibid., chap. xiv. 
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ceiving relief in the United States today a far higher percent- 
age of malingering would in all probability be disclosed. No 
law nor social institution can be entirely free from the imposi- 
tions of the slick and sly but it is sometimes amusing to see 
persons who are quite conscienceless about evading income 
taxes and United States customs shiver at the thought of a 
British worker occasionally cheating to get unemployment 
benefit. 

The morale of the worker who does something to earn his 
relief is in general better than that of the worker who passively 
accepts. But many persons oversimplify this problem. The 
argument that workers should be provided with some sort of 
work in order to prevent demoralization is “seductive,” as 
Dr. E. M. Burns says. “But,” she adds, “reflection suggests 
both theoretical and practical limitations. In the first place, 
setting the unemployed to work in this way necessarily in- 
volves an expenditure considerably greater than would be re- 
quired merely to maintain the unemployed. Experience in- 
dicates that the payment to the workers relieved must ap- 
proximate more closely to the current rates of wages than must 
bare relief grants, if only because persons at work need more 
food and clothing than those who are idle. In any case, addi- 
tional expenditure to carry on the work is necessary. . . . . In 
so far as the unemployed can be put to work which involves 
the utilization of machinery and resources otherwise remain- 
ing idle, the economic return obtainable from the stimulation 
of this kind of employment might be expected to compare fa- 
vorably with that obtained from stimulating employment 
through the normal channels of consumer demand. Unfor- 
tunately, however, the benefits available from this source are 
less than they seem.’’° 

A trenchant and authoritative answer to the superficial 
charges so frequently leveled against the British “dole” was 
given by the Industrial Transference Board appointed by 
the Conservative Minister of Labour in January, 1928, to look 
into the problem of the unemployed who had no chance of 
finding work again at their old trades or in their old localities. 
This Board reported: 


2 Dr. E. M. Burns, in paper delivered before a joint meeting of the 
American Economic Association and the American Association for Labor 
Legislation in Cincinnati, December 30, 1932. 


[12] 


At this stage we think it necessary to comment on a calumny 
which has gained some currency both here and overseas about the 
quality of the unemployed. A misunderstanding, so obstinate in cer- 
tain quarters as to appear deliberate, of our whole system of unem- 
ployment insurance, an attitude summed up in the word “‘dole,” has 
created an impression that the unemployed are unemployable, that 
they could easily find work if they wished, but that they prefer to 
live in idleness on money derived from the State. The misconcep- 
tions in this attitude are so obviously absurd to anyone who studies, 
however cursorily, the industrial history of the last few years that we 
should not have thought it necessary to refute them had we not been 
struck by their prevalence in some quarters in the Dominions and 
by the damage that they cause to our people. The Unemployment 
Insurance scheme is a contributory scheme to which the workmen of 
this country contribute, out of their wages, one-third of the total 
cost. No unemployed workman can draw benefits under the scheme 
unless he satisfies stringent conditions—among others he must show 
that he is genuinely seeking work. Every impartial body that has 
examined this scheme, notably the committee under the chairman- 
ship of Lord Blanesburgh which reported in 1927, has found that the 
allegations of general abuse are without foundation. The body of 
unemployed is not a standing army of vagrants and loafers, but a 
number of genuine industrial workers whose composition is constant- 
ly changing. There are of course, “‘work-shy” among them, as there 
are in every section of society, and in every country, but for the 
most part the unemployed are, at any time, a fair sample of the whole 
body of the industrial work people of this country." 


Through the years, since 1911, Great Britain has hammered 
out her scheme on the anvil of experience, changing here and 
changing there, sometimes for the better and sometimes for 
the worse, but always with the keen eyes of experts watching 
and analyzing the effect of every change. For this reason we 
are greatly indebted to Great Britain for boldly experiment- 
ing and showing us where pitfalls lie. She has seen the impossi- 
bility of burdening an unemployment insurance scheme with the 
relief of chronic unemployment. Insurance was not a fit vehicle 
to carry the burden of persistent unemployment in declining 
industries which formed such a large proportion of Britain’s 
unemployment between 1923 and 1930. As a distinguished 
British economist, Henry Clay, said in the recent report of the 


2 Great Britain Ministry of Labour—Industrial Transference Board, Re- 
port, 1928 (Cmd. 3156). 
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Royal Commission on Unemployment Insurance mentioned 
above: 


Our recommendations are designed to relieve the scheme of this 
burden of chronic unemployment; they therefore render it safe to im- 
pose upon the scheme the full burden of temporary fluctuations in em- 
ployment.” 


However, Mr. Clay justifies borrowing on the part of the 
unemployment i insurance fund from the National Exchequer 
at times of great stress as a means of modifying the severity 
of the fluctuations of the business cycle.% In advocating this 
he says: 


The essence of insurance is the spreading over a long period of 
time an expense which would be crushing at the time the need for 
it occurred if no such provision were made; its function is to average 
abnormal expenditure over a period in which normal income can 
meet it.74. .. . Thus an incidental but not unimportant social func- 
tion of a well constructed unemployment insurance scheme is to 
moderate the amplitude of general industrial fluctuations. Its influ- 
ence cannot be great; but so far as it goes, it is socially advantageous 
that it should collect more than it expends in a period of good trade, 
since such periods tend to over-rapid expansion with correspondingly 
rapid decline when the boom is over; and it is socially advantageous 
that it should stimulate expenditure during a depression, but using 
past accumulations, or borrowing the idle accumulations of others 
on the security of its future surplus, to maintain the spending power 
of the insured unemployed.”s It can, of course, perform this function 
only if . . . . its conditions safeguard it against the burden of chronic 
unemployment, and insure that over a period that includes upward 
as well as downward fluctuations in trade its contributions and bene- 
fits will balance.” 


22 Report of Royal Commission, op. cit., p. 362 (italics ours). 

3 Dr. E. M. Burns advocates ear-marked reserves. 

24 Report of Royal Commission, op. cit., p. 361. 

25 “Tf such a fund had been built up during the prosperous years prior to 
1930, the flow of money from the fund into stores and from them to farms and 
factories would have prevented much of the disorganization of business and 
industry which has resulted from the sharp decline in wage income since 
1929.” Report of the Ohio Commission on Unemployment Insurance. Part I. 
Conclusions and Recommended Bill. Columbus, November, 1932, p. 14. 

6 Report of Royal Commission, op. cit., pp. 364-65. Professor Paul H. 
Douglas also discusses the maintenance of purchasing power in his Standards 
of Unemployment Insurance (University of Chicago Press, 1933), pp. 22-23, 
108-9. 
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Il]. UNEMPLOYMENT INSURANCE IN 
OTHER COUNTRIES 


Great Britain was the first country to establish a national 
compulsory unemployment insurance scheme. As we have 
said, it was the outgrowth of dissatisfaction with existing 
ways of relieving distress due to unemployment. At present 
eighteen countries have adopted insurance to meet this hazard. 
Approximately 35,000,000 workers are covered by compulsory 
insurance and 3,000,000 by voluntary insurance including 
trade union benefits supplemented by government subsidies. 
Next to the British scheme in size and importance is the Ger- 
man scheme, established in 1927. It, too, has been in opera- 
tion during a period of unprecedented depression and has 
consequently been subject to extraordinary buffeting. It 
comprises not only a set-up for ordinary unemployment in- 
surance, but also for “emergency” or extended unemployment 
benefits and for welfare support or what we would term “re- 
lief.” Benefits are graduated according to average earnings 
of eleven wage groups. The duration of standard benefit is 
twenty weeks except in the case of insured persons with 
means, who are entitled to benefit only during 36 days.” 

The most significant thing about all the unemployment 
insurance schemes in other countries is that authoritative 
opinion is invariably favorable to the principle. By authori- 
tative opinion one does not mean the passenger on a trans- 
Atlantic boat who regales his fellow passengers with the story 
of someone who knew personally someone else who knew per- 
sonally a lazy chap who preferred the “dole” to a job. Like 
any other institution subject to controversial attack, such 
as marriage, prohibition and the eternally recurring question 
of the delinquencies of the latest generation, unemployment 
insurance suffers from the human tendency to generalize. 
Only by an honest and objective review of factual material 
and authoritative opinion based on wide experience and im- 


27 The communal authorities have power to decide on the state of need. 
The criterion is based on the principle of family resources, and no relief is 
granted as long as the income of one of the persons living in the household is 
sufficient to provide a minimum of subsistence for the individuals of which it 
is composed. Unemployment Insurance and Various Forms of Relief for the 
Unemployed (Geneva: International Labour Office, 1933), p. 155. 
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partial judgment can any fair estimate be made. For example, 
one may find superficial magazine articles based on a running 
acquaintanceship with the British unemployment insurance 
scheme, which may or may not be adversely critical. But no 
one who has made a thorough and exhaustive study of it, 
comparing it with far less satisfactory preceding methods of re- 
lieving unemployment in England and far less satisfactory con- 
temporary methods of relieving unemployment in the United 
States, has condemned the principle of unemployment insur- 
ance. 


IV. ATTITUDES AND ACTION IN THE 
UNITED STATES 


Various objections to introducing unemployment insurance 
in the United States have been made. In the first place, we 
have played up our individualism, our ability to handle social 
and economic questions without government intervention. 
After the President’s Unemployment Conference in 1921 some 
hope was entertained that numbers of industrialists would 
establish unemployment reserve funds to cover their workers 
just as they provided funds to cover the depreciation of plant 
and machinery during times of depression. But what hap- 
pened? In spite of all the interest aroused and the wide dis- 
cussion of the subject, the mountain labored and brought 
forth a mouse. A few of the more progressive employers did 
get plans under way, but all during the years when we were 
“living high” employers were more absorbed in expanding 
productive capacity and planning for an endless prosperity 
than in providently laying aside funds to protect their work- 
ers from being drenched by the rain which history should have 
demonstrated to them always falls sooner or later in the kind 
of artificial climate we have invented. As a result, less than 
100,000 workmen are covered by these “voluntary” plans. 
Some of them have vanished in the present depression, unable 
as individual plans to stand up in a situation demanding in- 
dustry wide if not nation wide and world wide treatment. A 
negligible number of workers are also provided for by vary- 
ingly generous schemes out of their trade union funds and 
others out of funds provided by employers and trade unions 
co-operating. But probably not over 200,000 workers are pro- 
vided for by all these schemes and as time goes on and the de- 


[16] 


pression eats into their funds it is obvious that these indi- 
vidual plans can have little effect on the problem of providing 
relief for ten or twelve million unemployed. It is worth noting 
that progressive employers who have tried to “work” plans 
of their own acknowledge the necessity of compulsory legisla- 
tion if there is to be any adequate coverage of workers. They 
realize that our anachronous American philosophy of indi- 
vidualism cannot possibly meet the situation.” 

Another monkey wrench thrown into the machinery for 
compelling provision by legislation for the involuntarily un- 
employed has been the opposition of the rank and file of 
manufacturers. Sometime perhaps a Hall of Fame will be 
erected to honor manufacturers who have supported any 
measure enacted for the purpose of improving the lot of the 
worker. Robert Owen would have a place there. So would the 
Earl of Shaftesbury and a few other brave men who dared 
to desert their backward and selfish fellow employers in the 
interest of the worker. Today, too, one finds occasionally an 
employer who is sufficiently interested in protecting workers 
from exploitation to appear in legislative councils in the inter- 
est of shortening hours of labor or supporting some other piece 
of labor legislation which would not undermine and destroy 
society as his associates claim.”” Business men and industrial- 
ists are much like doctors and lawyers—most of them are 
desperately afraid of being mavericks. It is so much more 
comfortable to stay with the herd. And so, down through the 
dismal history of the exploitation of workers during the indus- 
trial revolution of the 18th and rgth centuries and this even 
more terrifying industrial revolution of the 20th century, one 
finds the rank and file of employers organizing opposition to 


28 Mr. Henry Dennison, of the Dennison Manufacturing Co., wrote to 
the author of this pamphlet on February 1, 1933, “I do acknowledge, by 
force of all American experience beginning in 1915 and greatly intensified in 
the past three years, that compulsory unemployment measures are necessary 
if we are to have more than 2 per cent coverage of American employees. We 
have no grounds to believe voluntary efforts would go beyond that.” 


29 For example, Mr. Henry Dennison of the Dennison Manufacturing 
Company, and Mr. Ernest Draper, of Hills Bros. Co., have appeared before 
several legislatures and the U.S. Senate in behalf of compulsory unemploy- 
ment insurance. Mr. Edward A. Filene appeared before a select committee 
of the 72d Congress to support compulsory unemployment insurance, as 
proposed in S.Res. 483, 71st Congress. 
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every form of legislation enacted for the protection of workers 
The first labor law in England provided that children under 
nine years of age could not work over twelve hours a day in 
cotton mills and it was considered viciously radical and sub- 
versive by the majority of employers. Each generation looks 
at such acts passed in another age as obviously good, but cer- 
tain groups of manufacturers, notably the National Associa- 
tion of Manufacturers, almost automatically rise up in pro- 
test against any legislative measure proposed today in the 
interest of improving the status of the worker. So it is to be 
expected that employers in general will oppose the introduc- 
tion of unemployment insurance just as they opposed the in- 
troduction of accident compensation. It is also to be expected 
that while their opposition will be troublesome, it will only 
retard and not prevent the introduction of unemployment 
insurance just as in the past it only retarded the law prevent- 
ing children under nine from working over twelve hours a day. 

Until lately the American Federation of Labor has op- 
posed unemployment insurance, but at the annual conference 
of November, 1932, this policy was reversed. This is a sig- 
nificant step, for the Gompers tradition was against legal 
provision of anything which a militant trade unionism could 
provide for itself by its own weapons. In both England and 
America a considerable number of trade unionists would like 
to have the unions provide all the plums to their members 
such as health benefits, out-of-work benefits and old age pen- 
sions. But in the face of an increasingly complex and inter- 
dependent economic structure they are fast yielding to the 
inevitable. 

In spite of our vaunted though anachronous individualism 
and in spite of organized and unorganized opposition, unem- 
ployment insurance will probably be introduced in some of 
the states of the United States in the near future. Three years 
of acute depression with all the attendant suffering that it im- 
plies, the demand for larger and larger relief funds, the grow- 
ing dissatisfaction with the uncertainty of obtaining these 
funds and with the ways of distributing them will serve to 
convert the obstructionists and to awaken the apathetic. It 


3° The plan they approved is in many ways similar to the one embodied in 
“An American Plan for Unemployment Reserve Funds” recommended by 
the American Association for Labor Legislation in 1930. 


[18] 


did not take very long to break down opposition to federal] 
relief; some of the states which were loudest in their opposition 
are now gladly reaching out their hands to the Reconstruc- 
tion Finance Corporation. In like manner, opposition to un- 
employment insurance will fall away as present sources of 
relief are exhausted and already unsatisfactory methods of 
testing for “‘need” become, in the face of overwhelming num- 
bers, less and less adequate. 

The first state to propose unemployment insurance legis- 
lation was Massachusetts in 1916. Since then numerous bills 
have been proposed in various states. In the special session 
of 1931 the Wisconsin Legislature enacted an unemployment 
insurance law with the provision that it should become con- 
ditionally compulsory July 1, 1933. If by June 1, 1933, the 
employers (many of whom had declared they would prefer to 
establish their own “voluntary” plans) of not less than one 
hundred and seventy-five thousand employees have volun- 
tarily established plans complying with standards prescribed 
by the state, the compulsory system will not take effect. 
Otherwise, it will go into effect on July 1, 1933. This plan pro- 
vides for contributions by employers only. 

Following a conference on unemployment insurance, called 
by Governor Roosevelt, a commission was appointed by the 
governors of Connecticut, Massachusetts, New Jersey, New 
York, Ohio and Pennsylvania to report on compulsory unem- 
ployment reserves. On February 14, 1932, they reported in 
favor of establishing such reserves. In the Seventy-second 
Congress Senator Wagner introduced bills providing for the 
encouragement of compulsory legislation by states. This was 
to take the form of permitting employers to deduct a portion 
of the payments they made to reserve funds when paying 
their income and corporation taxes. Bills based on the Inter- 
state Report advocating compulsory reserves are being intro- 
duced in Massachusetts, Connecticut, New York, New 
Jersey, Pennsylvania, Indiana, Michigan, and several far 
western states.* The California bill is very similar. This 


3* The American Labor Legislation Review, December, 1932, pp. 125-35. 
Other states have appointed commissions to study and report on unemploy- 
ment insurance. The bills based on the Interstate Report stress the strict 
limitation of the financial responsibility of employers and the avoidance of 
government contributions. In its report the Interstate Commission says, 
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ought to insure a large degree of uniformity in state legisla- 
tion. 

The Ohio bill, introduced in the State Legislature in 
January, 1933, provides for a reserve fund to be maintained 
by contributions from the employer amounting to two per 
cent of his total payroll and from employees amounting to one 
per cent of their weekly earnings. Provision is made for re- 
ducing or increasing employer contributions according to the 
merit rating established by experience. This is in accordance 
with industrial accident compensation laws and is designed to 
distribute the cost of insurance more equitably and provide 
incentive for stabilizing work and preventing unemployment 
as far as such a relatively unimportant factor in employment 
stabilization can aid in prevention. Benefits are not to be 
paid until after a three weeks’ waiting period and will amount 
to fifty per cent of the unemployed man’s “normal weekly 
wages,” not to exceed $15.00 a week. Benefits would be pay- 
able not more than 16 weeks and only after a worker had paid 
in contributions for 26 weeks during the twelve months pre- 
ceding his application, or for a period of forty weeks in the 
two preceding years. Administration is provided for by the 
appointment of an Unemployment Insurance Commission of 
three members by the Governor, with the advice and consent 
of the Senate. The chief groups excluded from coverage are 
interstate commerce employees, farmers, farm laborers, 
teachers, government employees, employers and workers in 
small establishments of less than three employees, short time 
casual laborers, and non-manual workers with annual salaries 
of $2,000 a year or more. 

In the Ohio plan the State is to assume the function of 
trustee, with no financial liability because the framers of the 
bill are “‘strongly convinced that one of the most important 
functions of unemployment insurance is to relieve taxpayers 


“Failure to limit liability of the reserve funds is the first and most radical de- 
parture from accepted insurance principles and constitutes an open invita- 
tion to supplement contributed funds with subsidies from the government or 
other sources. The adoption of such practices has been the rock on which 
foreign unemployment insurance schemes have split; and they have been 
responsible for the commingling of insurance and relief funds.” We have 
explained how England has now separated her insurance and relief systems 
which puts her scheme on a much sounder basis. 
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of the burden of supporting able-bodied unemployed.” This 
is a far cry from the demand of the Independent Labour 
Party of Great Britain which insists the state should bear the 
entire burden of caring for able-bodied unemployed. The 
Ohio Unemployment Insurance Commission stresses the place 
of charity as distinct from unemployment insurance, in deal- 
ing with the unemployed, stating that “Insurance is designed 
to help those who are normally self-supporting to remain self- 
supporting” and assigning workers who are physically and 
mentally deficient, certain classes of casual workers and others 
who do not properly fall in the insurance categories to charity, 
public and private. The Commission points to the fact that 
by relieving the charities of the burden of caring for the majority 
of unemployed workers (who are victims of industrial depres- 
sion and should therefore not be recipients of charity) they 
are making it possible “for case workers to deal much more 
efficiently and effectively with the unemployable and partially 
employable.” 

The Ohio Chamber of Commerce published in December, 
1932, a “Critical Analysis” of the Report of the Ohio Com- 
mission on Unemployment Insurance.* As its contents are 
rather typical of a certain type of American response we 
quote from it at some length: 

Your committee at the outset is impelled to express its resentment 
at the impudent challenge hurled at us by foreign propagandists and 
their American echoes “What have you to offer?” 

America has America to offer. We offer the American System. 
We offer a country that has met this crisis, fed its people, prevented 
suffering and preserved order and maintained mutual goodwill better 
than any other country anywhere else in the world. The American 
dollar is worth 100 cents in gold. The bonds of the United States 
are as good as gold. Our banking system has been preserved by wise 
legislation. Our economic structure is intact. Our workmen, refus- 
ing to be beguiled by Communist agitators imported to wreck our 
institutions, have been grim, patient and patriotic. Factories have 


3? J. M. Keynes holds that in a catastrophic depression such as this one 
raising relief funds from industry depresses enterprise more than if it were 
taken from general taxation. Dr. E. M. Burns questions this if applied to the 
United States, however applicable it may be to Great Britain with her differ- 
ent methods of taxation. 

33 Ohio State Chamber of Commerce, Critical Analysis of the Report of the 
Ohio Commission on Unemployment Insurance (Columbus, December, 1932). 
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staggered employment, rearranged time schedules and drawn upon 
their reserves to extend work. The family has functioned, relatives 
helping relatives. The neighborly spirit has functioned, neighbors 
helping neighbors. Community funds have functioned in which those 
who have, have given to those who have not. And as a last resort 
where necessary, public charity, an institution as old as our civiliza- 
tion, has functioned. 

All this sublime manifestation of a vigorous civilization meeting 
a crisis in the full flower of its strength is dismissed by the Ohio Com- 
mission on Unemployment Insurance as “unscientific.” When were 
Christian charity, family love, neighborly kindliness, and human 
brotherhood scientific? Spare us the day when our civilization is re- 
duced to the cold level of Marxian formula. .... Instead of indict- 
ing our institutions, we should offer up a thanksgiving for the bless- 
ings of our country.34 


We take for granted that the readers of this pamphlet are 
not unacquainted with the actual conditions in our country 
today and that, consequently, they recognize that “charity, 
family love, neighborly kindliness and human brotherhood” 
have definitely broken down as means of caring for the grow- 
ing numbers of increasingly resentful unemployed.* 

In the same impassioned pamphlet these employers ac- 
knowledge the benefits of our state accident compensation 
laws, stating that these laws substitute for “indeterminate 
personal damages, an equitable schedule of benefits for dis- 
ability, death or injury.”%° They forget to state that there 
was not a state in the union where organized groups of manu- 
facturers did not oppose the introduction of accident com- 
pensation laws, using frequently the same line of argument 
that this group is now using in opposing unemployment in- 
surance on a compulsory basis. For example, they hold that 
the latter 


threatens complete disruption of our American system of individual 
responsibility. It abrogates the time honored freedom of contract. 
It substitutes for personal liberty and personal responsibility the 
compulsive power of the state. It is destructive of our social and 


34 Ohio State Chamber of Commerce, op. cit., p. S. 


35 National Federation of Settlement-Case Studies of Unemployment. Com- 
piled by the Unemployment Committee, Helen Hall, Chairman. (Philadel- 
phia, 1931.) 

36 Ohio State Chamber of Commerce, op. cit., p. 6. 
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economic order and strikes a blow at the fundamentals of our Ameri- 
can institutions.37 


The Ohio Manufacturers’ Association has just sent out a 
pamphlet from which we quote: 

This contemplated legislation is the most serious that has ever 
been considered by this government. Besides it the decision to go to 
war, to annex the Philippines, and to condone slavery, pale into in- 
significance. The country’s future will rest on the decision. Once 
taken, the step cannot be retracted. No people can go from socialism 
to individualism (sic) without a dictator and bloody revolution. 
Human nature does not make this step of itself. 

It may be that this government cannot continue to exist. No pure 
democracy ever has. It is, however, the duty of all who love their 
country and its history to be willing to lay on the altar of sacrifice 
the devotion and work necessary to keep it from wrecking itself as 
long as possible. There is always a chance that education of the 
average man may proceed faster than the rearing of wish-thinkers. 
I should be a poor citizen if I did not do my best to assist in warding 
off this cataclysm.%* 


These familiar arguments of organized employers in regard 
to social legislation answer themselves. Although we are 
not given to prophesying, it does not take a very daring 
prophet te predict that, after an inevitably long, wearing and 
finally successful struggle, unemployment insurance will be 
adopted by Ohio and the employers will forget their opposi- 
tion to it just as they now forget their opposition to the sub- 
stitution of a more just system of compulsory accident com- 
pensation for the old “time honored principle of freedom of 
contract.” 


V. OPPOSITION AND PROBLEMS TO BE MET 


One cannot leave this subject without adding that the 
Ohio Chamber of Commerce Committee brings forth the 
usual argument against all state labor laws, “It would drive 
industry out of Ohio unless adopted by neighboring states. 
If adopted at all in the United States, it should be by federal 


37 Ibid., p. 6. 


% Discussion of the Ohio Unemployment Insurance Bill Recommended 
by Governor’s Unemployment Commission. By J. F. Lincoln, President of 
The Lincoln Electric Co., Cleveland. Printed and distributed by The Ohio 
Manufacturers’ Association (Columbus, Ohio, February, 1933). 
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law so as to operate uniformly throughout the nation.” If 
the organized employers of the United States would lend their 
influence toward developing the kind of sentiment throughout 
the country which would hasten the day when well considered 
federal labor laws would be likely to jump the constitutional 
hurdle, the suggestion regarding a federal law might furnish 
a promising approach to the problem of unemployment insur- 
ance. It does not follow, of course, that because two national 
child labor laws have been declared unconstitutional such a 
law can never pass. Times change, legal arguments change, 
the personnel of courts changes and we know that laws which 
have been declared unconstitutional at one time later receive 
constitutional approval. However, considering the fact that 
much education on the subject of federal laws is still needed 
and considering the immediate need of systematic unemploy- 
ment relief backed by compulsory legislation it is both more 
expedient and more practical to aim for state laws at the 
present time.*? Moreover, figures relating to the value of the 
products of Ohio factories and workshops and to the number 
of wage earners in manufacturing industries, as compared with 
those in states which have not such advanced labor legislation 
seem to prove that such legislation may even furnish a com- 
petitive advantage” instead of a disadvantage. It will of 
course be necessary to set up requirements concerning a 
worker’s preliminary residence and employment in a state be- 
fore his eligibility to benefits may be established. 

The state approach, however, need not imply complete 
apathy on the part of the federal government. Professor Paul 
H. Douglas describes convincingly the various ways in which 


39 Opposition on the ground of interstate competition will of course be 
encountered just as it was when the first state laws were proposed regarding 
such matters as compulsory education, child labor, workmen’s compensation, 
safety in mines and factories, and night work for women. A labor authority 
recently remarked that Connecticut is rapidly becoming the “garbage can” 
for New York State. The better labor laws in New York are driving unscrupu- 
lous and low grade employers into Connecticut where the exploitation of 
labor is made easy. Progressive manufacturers consider this a valid argu- 
ment for raising standards in Connecticut instead of lowering them in New 
York. 


4° Report of the Ohio Commission on Unemployment Insurance, Part I, Con- 
clusions and Recommended Bill (Columbus, November, 1932). 
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the national government may be active in stimulating and 
backing unemployment insurance. 

Aside from the difficulties in regard to interstate competi- 
tion, other problems in relation to unemployment insurance 
are given an exaggerated importance. For example, op- 
ponents insist that unemployment cannot possibly be an in- 
surable risk.4* This seems to be an academic red herring even 
though its parentage cannot be traced to academic cloisters. 
It is unquestionable that the incidence of the risk shows great 
variations, that unpredictably severe depressions furnish 
serious hazards and that it is impossible to calculate rates on 
an “actuarially sound” basis from experiential data. Even if 
we acknowledge the truth in these observations it should be 
observed that life, health and other forms of insurance first 
had to be tried in order to make the data available with 
which “actuarially sound” modifications could from time to 
time be made. Moreover there is a large body of employment 
and unemployment data now available which would enable 
some states, at least, to compute fairly accurately the amount 
of contributions necessary in order to provide a given amount 
of benefits, with restrictions as to preliminary employment in 
the state, waiting period, duration of benefit, and other re- 
quirements for the receipt of benefit. It should be kept in 
mind that rates must be based on experience in many indus- 
tries, with large groups of persons, and over a long period of 
time in order to cover years of depression as well as prosperity. 
When one considers the unpredictability of epidemics, hurri- 
canes, floods, earthquakes, and other disasters against which 
insurance may be taken, it seems within reason to plan for 
unemployment insurance. It is primarily a matter of how 
much a group is willing to pay for benefits of a stipulated 
amount over a limited period of time. As we have pointed out, 
Great Britain discovered she could not afford to pay for the 
extension of benefits to the chronically unemployed just as 
many persons who carry accident insurance cannot afford to 
pay the higher premium for total disability. 


4 Paul H. Douglas, op. cit., pp. 44-47. 


# The question of the insurability of unemployment is discussed in detail 
in Professor Paul H. Douglas’ excellent book, Standards of Unemployment 
Insurance, chap. vi (University of Chicago Press, 1933). 
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As to the question of how an unemployment insurance 
fund should be supported there is variance of opinion. In 
European countries the state usually makes some contribu- 
tion, although in Germany employers and workers support the 
“standard” benefit fund and the government, national and 
local, supports only “emergency” benefit funds. In Great 
Britain, as we have said, the state contributes to the insur- 
ance fund and pays the entire cost of the “transitional bene- 
fit” cases. The Wisconsin Act provides for contributions by 
employers only, which is also the recommendation of the 
Interstate Commission, composed of the representatives of 
the Governors of the States of New York, Ohio, Maégsa- 
chusetts, Pennsylvania, New Jersey and Connecticut. The 
Ohio bill provides for contributions from employees as well as 
employers.47 Much may be said both for and against contri- 
butions from workers.*4 The chief argument for such con- 
tributions is a psychological one, the claim being that workers 
have more self-respect when they help to pay for what they 
get. Against contributions by the workers we find it stated 
that such payments eventually come from industry and are 
passed on to the consumer and that it is more practicable to 
avoid deductions from the pay envelopes. There is much to 
be said for federal contributions in the United States in order 
to spur the states to action and also in order to insure some 
degree of federal supervision in the interest of uniformity and 
excellence of practice on the ground that our federal govern- 
ment is in most cases more capable than our various and 
overlapping local governments. 

Whether individual plants or groups of plants in an indus- 
try should have separate funds or whether there should be a 
general pooled fund depends on how much importance is at- 
tached to the possibility of using unemployment insurance 
premiums to bring pressure to bear on employers to regu- 
larize employment. Considering the far greater significance 
of such losses as are incurred by idle plant and equipment 
and the retraining of personnel, unemployment insurance 


43 The bill introduced in Illinois in January, 1933, provides for contribu- 
tions from employers only, unless employees wish to have greater benefits by 
making voluntary contributions. 

44 Employees contribute in all foreign countries which have unemploy- 
ment insurance funds. 
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premiums would probably play a small part. While it 
might be worth while to add this small factor, it may be even 
more important to observe sound insurance practice in 
spreading risk over as wide a number of contributors as 
possible, thus building up greater financial strength. It 
would be quite possible in any case, when sufficient data are 
accumulated through experience, to arrange for lower pre- 
miums for industries with good employment records and, in- 
deed, even for individual employers.” 

The Interstate Commission on Unemployment Insurance 
claims that by starting with an attack on persistent unem- 
ployment and irregularity of operation by providing for com- 
pulsory reserves by individual firms and groups of employers, 

“it should prove possible to assess responsibility for avoidable 
irregularity.” With this information secured they regard the 
possibility of formulating a more comprehensive plan more 
practicable than at present. This Commission claims that the 
pooling of reserves may result in perpetuating careless man- 
agement and, consequently, in a failure to spur employers to 
regularize employment. On the other hand, the Ohio Com- 
mission on Unemployment Insurance recommends a merit 
rating system, following the example of Workmen’s Compen- 
sation, but insists that separate reserve funds maintained by 
individual employers for their own employees conflict with 
the principle that sound insurance depends on covering the 
widest possible spread of persons subject to the risk insured 


48 The Final Report of the recent Royal Commission Report states, “It is, 
in our view, impracticable to provide within the scheme for differentiation 
between industries in the rates of contributions or rates of benefit or periods 
of benefit because of a risk of unemployment above or below the average. 

. So long as the scheme itself does not encourage unsound organization 
and undesirable methods of working, we are of the opinion that the best way 
of dealing with an industry which fails... .to make satisfactory arrange- 
ments for the engagement and employment of labour, is by measures out- 
side unemployment insurance.” (Report of Royal Commission, op. cit., p. 
176.) 

# It is interesting to note that the reason Great Britain discarded the pro- 
vision for refunding a portion of the employer’s contribution, according to his 
rating for keeping workers steadily at work throughout the year, was “partly 
because the actual financial effect was an appreciable additional charge 
rather than a saving to the Fund, and partly because the administration of 
the provision was found to be both difficult and expensive.” (Royal Com- 
mission on Unemployment, op. cit., par. 26, p. 17; par. 303, p. 172.) 
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against. The new Mastick Bill, proposed in the New York 
State Senate January 4, 1933, gives the Commissioner of 
Labor power to compel pooling either by industry or by 
locality.47 This makes it possible to arrange to cover the ir- 
regular trades such as the building and garment trades as well 
as small communities where a pooled fund would have obvious 
advantages. 

The question of coverage is largely one of protecting those 
workers least able to provide for their own protection; al- 
though some persons favor stretching the coverage to include 
fairly prosperous groups in order to spread the risk. It would 
probably be advisable to exclude non-manual workers earning 
more than $2,500 or $3,000 a year, government employees 
and others with fairly well assured steadiness of income, self- 
employers and certain other groups. Professor Paul H. Doug- 
las thinks it probably both advisable and necessary for po- 
litical and administrative reasons to exclude agricultural and 
domestic workers, although certain compromises might be 
effected when unemployment insurance was well under way 
and other difficulties had been ironed out.“ The question of 
seasonal and part-time workers, age limitations and other 
matters, would be decided in the light of the wealth of experi- 
ence with such groups in other countries. 

In the limited space afforded by this pamphlet it is impos- 
sible to go into the question of the amount of contributions 
and benefits for different age groups, the very important part 
an adequate system of federal employment exchanges plays 
in testing for willingness to work and in serving as clearing 
houses for employers and workers and numerous other 
matters related to unemployment insurance. There are num- 
bers of details to be considered by any group contemplating 
the installation of this form of insurance. But once it was 
set up, with a system of relief to supplement it, the ma- 
chinery would be there and improvements and modifica- 
tions could be effected from time to time. The importance of 
having a definite, business-like system understood by em- 


47 State of New York, No. 30, Int. 30. In Senate January 4, 1933. 
# Paul H. Douglas, op. cit., pp. 48-49. 
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ployers and workers alike would do away with much of the 
uncertainty and chaos resulting from our American dole 
giving. 

Once more let us emphasize the importance of regarding 
unemployment insurance as a method, the best possible meth- 
od developed thus far, of relieving and not curing unemploy- 
ment. Efforts to devise a more smoothly coordinated eco- 
nomic organization, geared more adequately to a civilization 
which has long since burned its pioneer bridges behind it, 
must be unremitting. But, as we have indicated, it may be a 
considerable length of time before such efforts are effective. 
In the meantime we must seek better ways of handling relief 
of the unemployed than our present highly unsatisfactory 
ones; unsatisfactory from the point of view of expense, of 
proving the worthiness of applicants and of preserving the self- 
respect and morale of the involuntarily unemployed. The 
concensus of authoritative opinion in countries which have 
adopted compulsory unemployment insurance is in favor of 
retaining it. The United States needs to supplant its chaotic 
dole giving by a dignified system of unemployment insurance 
to insure the payment of benefits as a matter of right and justice 
to involuntarily unemployed workers for a stipulated period of 
time. A supplementary system of relief on the basis of need 
would prevent the insurance system from carrying burdens 
too heavy for it. The majority of workers, however, would 
be carried by the insurance scheme and “case work’’ treat- 
ment would be applied only to persons not qualified for bene- 
fits under this scheme. It goes without saying that if case 
work were necessary in only the second and third line trenches 
and not in the first line trenches it could be far more effective- 
ly applied than under the present overwhelming circum- 
stances. 

Finally, as a matter of simple justice, “It is possible,” says 
Mr. R. H. Tawney, the British economist, “‘for a society, by 
making the fullest possible provision for common needs, to 
abolish, if it pleases, the most crushing of the disabilities, and 


the most odious of the privileges which drive a chasm across - 
i 


49R. H. Tawney, Equality (Harcourt, Brace and Co., 1929), p. 153. 
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INTRODUCTION BY THE EDITOR 


The financial liquidation of the World War has become a 
problem for the psychiatrist rather than the economist. This 
pamphlet turns from the emotional and legalistic discussion 
of the day to the basic economic query: How are international 
loans repaid? Is it to our interest to compel such a payment in 
this case? 

This is the fourth of a series of Public Policy Pamphlets 
which the University of Chicago is publishing this spring. 
Frequently the scholarly journals give no attention at all to 
problems that have an acute but temporary interest, while 
the ordinary magazines can print little but superficial com- 
ment. The University might well perform a valuable public 
service by making available to the public whatever special 
training and information it may have at its disposal. The con- 
tinuation of such a series will, of course, depend upon its 
reception by the public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 


Harry D. GIDEONSE 


February 22, 1933 


ili 





I HOW PRACTICAL ARE THEORISTS? 


Economists—as all the world knows—are the problem chil- 
dren of the modern university administration. They deal with 
this generation’s most cherished “‘sacred cows”: profits, prop- 
erty and patriotism. They insist on reminding us that we are 
constantly sacrificing our well-measured interest to emotional 
gratification. Unlike most other specialists they do not call 
forth new loyalties to offset the disaffection of those who are 
provoked by their heresies. To organized labor and the farm- 
er they appear as the “hirelings of capitalism” and the 
“trained seals of the international bankers,” while members of 
more favored classes in our society gravely suspect them of the 
possession of critical minds and the thinking of dangerous 
thoughts. To one and all the economist is an “inexperienced 
theorist.” 

A reconsideration in the spring of 1933 of the problems of 
the financial liquidation of the World War raises some inter- 
esting questions as to the respective merits of the opinions of 
these so-called theorists and the much praised practical wis- 
dom of “the empiricist executives of the post-war period.” It 
also suggests that perhaps the only purpose served by the pro- 
nouncements of students of these questions, is their later quo- 
tation in learned foot-notes to historical treatises contrasting 
“what actually was” with “what might have been.” In the 
sobering light reflected by the record of the post-war decade, 
this essay is written.. It merely summarizes available informa- 
tion and restates some of the old truths of interpretation. 

The old truths are “old” truths only to the initiate. To 
most of those who add their fuel to the present bright blaze 
of discussion and of emotion, they appear to be dangerously 
novel, full of impractical idealism, and suspect of “‘interna- 
tionalism.” It is a curious commentary on the present wave 
of bitterness that it is supposed to be “theoretical” to point 
to the practical fact of the international character of this de- 
pression. As Walter Lippmann has recently pointed out, 
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fo “This damnable crisis is international, whether we like it or 


/ 


not. It is international in spite of the fact that international 
bankers also think it is an international crisis. It is interna- 
tional in spite of Senator Johnson, Mr. Hearst and all they 
have said and done to the contrary. It is international even 
though one man likes England, but does not like France; 
though the other man likes France, but distrusts England. It 
is international in spite of all prejudices, preferences and 
wishes to the contrary, and the man who tries to act as if it 
weren’t is trying to put out a great fire with one bucket of 
water.” As we are dealing with the consequences of a break- 
down in the world price level, we are dealing with a problem 
that can only be controlled by imternational measures insofar 
as it can be controlled at all. Most of the remedies in terms 
of national tariffs, national inflationary schemes, national farm 


subsidies and so forth, overlook this vital fact. 


The war debts are in many respects the key problem to- 
day. Farm prices, domestic debt burdens and the unbalanced 
budget are all problems of the price level. They are one thing 
with continued deflation and quite another with stable or ris- 
ing prices. Many of the international monetary problems are 
closely related to the debts and, while British monetary sta- 
bilization is perhaps the most important of these, we should 
not overlook the future of the German currency as well as 
the reconstruction of Central Europe—related to war debts 
through the Lausanne agreements—in this connection. The 
relation of the world price level to the debt payments is prob- 
ably clear to anyone who observed the fall of sterling quota- 
tions in the late autumn of 1932, when the payment of the 
December 15 installment was under discussion. The low price 
of the British currency obviously lowered Bristish export 
prices, encouraging the purchase of British goods in the 
United States and in other export,markets. The deflationary 
pressure on our domestic markets was clear to all and its 
striking power was enhanced in a situation in which expensive 
reflationary devices, such as the Reconstruction Finance Cor- 
poration, had achieved substantial success in arresting defla- 
tion and laying the foundations of a new price equilibrium. 

In this new critical stage of the problem the first questions 
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to be answered are purely factual in nature. What are the 
debts? How were they contracted? Did they go for war pur- 
poses or for reconstruction? A good deal of the heat of dis- 
cussion is dissipated by a glance at the official records in this 
connection. 

The next significant step is to inquire into the method of 
payment. How can our debtors pay? Are we willing to be 
paid? Is the case of France different from that of our other 
debtors? And finally, what policy would express our enlight- 
ened self-interest? 

The chapters that follow address themselves to these ques- 
tions. 


II. HOW WERE THE DEBTS CONTRACTED? 


The manner in which a debt is contracted does not neces- 
sarily, or even ordinarily, cast light upon the question whether 
it can be repaid. In the case of a necessary reconsideration of 
a private business transaction the parties involved would 
probably concentrate their attention upon the facts as they 
presented themselves at the time of the threatened breakdown, 
but in public business the historical picture plays a great rdle 
in providing the psychological setting in which flexibility in 
policy might or might not become expedient. 

The Allies borrowed money in the United States before our 
declaration of war. These loans were private loans: American 
firms or American investors extended credit to the Allied gov- 
ernments. These credits are not included in the discussion of 
the war debts. They have never been questioned. In fact, 
those who were fortunate enough to purchase French Govern- 
ment bonds during this period have probably congratulated 
themselves many times with the safety of their investment 
which is quoted above par on the New York market in a peri- 
od in which very few domestic or foreign bonds enjoy as high a 
rating. 

The loans involved in the war debt controversy between 
the United States and its debtors were all granted after the 
United States entered the World War. They were all loans 
granted by the United States Government to the governments 
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of its associates in the World War, with the exception of a few 
(minor) relief grants to countries like Poland and Latvia. 

At the moment of our entrance into the World War we were 
obviously unprepared to make our participation felt in a mili- 
tary way. It was clear at the time that it would take us fully 
eighteen months to develop a genuinely effective military force. 
Meanwhile we could help in the financing of the needs of our 
associates. They had been purchasing food, ammunition, 
horses and other materials in America before April 6, 1917, but 
the difficulties in the way of further purchases had constantly 
grown. The Allies had first paid by the mobilization of foreign 
securities held by their citizens, but gradually even the pres- 
sure of additional taxation on such security holdings failed to 
produce a sufficient amount of dollar exchange. We were 
equipped to continue and increase our supply of needed mate- 
rials, while they were gradually failing in the means of pay- 
ment, and the pressure on their currencies threatened a break- 
down with possibly disastrous psychological consequences. 
While Great Britain had carried a major share of the financing 
burden up to that time, it was clear that her resources had been 
seriously depleted. This was the setting in which our credit 
was placed at the disposal of our associates in 1917.7 

The first Liberty Loan Act, authorizing a bond issue of 
$5,000,000,000 of which $3,000,000,000 was to be loaned to 
countries “engaged in war with enemies of the United States,” 
was signed by the President on April 24, 1917. The loans took 
the legal form of promissory notes signed by the representa- 
tives of the borrowing countries, but while their legal charac- 
ter was quite clear it was evident from the discussion in Con- 


t The later difficulties were not entirely unforeseen. The New York Times 
(January 15, 1933) quotes the late Senator Cummins of Iowa as saying at the 
time these credits were extended: 

“T fear that in the years to come the fact that the United States has in 
its possession bonds of these great countries, which when they emerge from 
the war will all be bankrupt, will create an embarrassment from which the 
men of those times will find it difficult to escape. I think it would cost us 
more to take those bonds and to hold them against these governments than 
it would cost us to give the money, with a generous patriotic spirit, to do 
something which for the time being we are unable to do with our own army 
and our own navy.” 
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gress that the United States might have supplied the Allies 
with credits for continued purchases in the United States 
without regard for eventual repayment. 

Representative Kitchin, Chairman of the Ways and Means 
Committee of the House, and author of the bill said: 

You will understand that they will be fighting with our money 
their battles and will be fighting with our money our battles, and too 

. we are of the opinion that most of this money that we will 

loan to the Allies for the purchase of their arms will have to be ex- 
pended in the United States. 


Representative Fitzgerald, Chairman of the Appropria- 
tions Committee, declared: 


I should gladly vote to give $6,000,000,000 to the nations arrayed 
on the same side with us if we could win this war without sacrificing 
American blood and American lives. I have little sympathy with the 
suggestion that possibly we will not get our money back. I care not 
so much if we do, if American blood and American lives be preserved 
by the granting of the money. 


Congressman Rainey, recently Democratic floor leader in 
the House and in that capacity very critical of “any moratori- 
um proposals,” went on record as follows: 


We are not making this loan for the purpose of making an invest- 
ment of our funds. We are making this loan in order to further our 
interests primarily in this world war and from that moment when 
the Congress of the United States declared that a state of war existed 
between this country and Germany every blow struck at Germany 
by any of her enemies was struck also in our interest. 


And Senator Smoot of Utah, perhaps the most prominent 
congressional participant in the debt discussions and negotia- 
tions, made the following statement in the 1917 debate: 


The $3,000,000,000 which we are perhaps to raise by a bond issue 
advancing it to the Allies, I believe, Mr. President, will all be repaid, 
but if it should not be, or if not one penny of it is returned, I wish to 
say that every penny of it will be expended for the defense of the 
principles in which we believe and which we entered the war to up- 
hold. Mr. President, I believe that every dollar that will be expended 
under the provisions of this bill . . . . will be for the benefit of the 
United States, whether spent by us or by the Allies.? 


2 Quotations based on Foreign Policy Reports, Vol. VIII, No.1 , p. 173. 
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The case for the loans was well summarized by the Secre- 
tary of the Treasury in his report of June 30, 1g19:3 


It is difficult to exaggerate the great purposes served and the 
great results accomplished by these advances to foreign Govern- 
ments. In the most critical stages of the war they immeasurably as- 
sisted America’s gallant associates in obtaining the munitions, sup- 
plies, and equipment that were so imperatively needed to meet the 
enemy’s offensives or to carry the fighting into his territory, and 
probably of equal importance was the fact that they served to heart- 
en the allied armies and peoples by the knowledge that the vast 
credit resources of the United States were being shared with them 
for the effective prosecution of a common cause. Conversely, it is 
not difficult to estimate the disheartening effect that these loans of 
billions and the willingness of America to lend for the prosecution of 
the war as much more as was needed to the limit of her ability must 
have had upon the spirit and morale of the peoples and armies of the 
enemy..... The service of these loans in assisting to hold the battle- 
fronts of Europe until the might of our heroic Army could be felt 
effectively, made possible, beyond the shadow of a doubt, the ending 
of the war in the fall of 1918. Without this aid to the allied Govern- 
ments, the war unquestionably would have been prolonged, it not 
lost, with the resultant great additional cost in life and treasure. 


It is quite clear from these quotations that we did not make 
these loans as investors in a commercial transaction. We had 
entered a common venture. Whatever we may think now of 
the war and its origin, we thought it our duty then—and our 
interest, too—to take the side of the Allies. During the first 
period of our participation—as Professor Taussig, of Harvard 
University, has well said—‘“The only effective thing we could 
do was to put at their disposal our supplies of goods. The form 
of loan was chosen because it was the easiest and quickest way 
to get the thing done. Doubtless in the rush and pressure of 
the crisis no deliberate choice was made. It was all a matter of 
getting things done. And so it was with the Allies. Loans if 
you will; anything that brings instant help.’’ 


3 Annual Report of the Secretary of the Treasury, 1918/19, pp. 65-66. 


4 Not all of us are as disillusioned as Dr. H. E. Barnes, who tells his audi- 
ences that we now “know” that “‘the Allies were the aggressors in 1914” and 
that if any reparations were to be paid at all, “they should have been paid 
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The Act of April 24, 1917, was the first of a series of laws 
authorizing loans to our associates which by November 30, 
1920 amounted to $10,338,000,000. The greater part of these 
credits were for war purposes but a small percentage of them 
financed the sale of excess supplies of war materials after the 
armistice and the distribution of flour and other supplies in the 
possession of the United States Grain Corporation and under 
the American Relief Administration. 

A great deal of political argument has dealt with the ques- 
tion whether these credits were not in large measure extended 
after the armistice.’ The question is really immaterial. The 
war department could not immediately cancel all outstanding 


by France, Russia, and England to Germany.” Cf. New York Times, Oc- 
tober 30, 1932. Few intelligent men probably ever accepted the theory of 
“sole” war guilt. Clearly the method of conducting international relations 
was the principal culprit, but when it comes to distributing major and minor 
responsibilities within the existing system, some of us will probably recall 
Emil Ludwig’s story of the late Aristide Briand’s reaction to the battle of 
documents concerning the “origins of the war”: “I don’t know what the 
historians have shown or may yet show, but I dare say I know one thing they 
never will be able to demonstrate and that is that the Belgian army invaded 
Germany in 1914.” 

5 Moulton and Pasvolsky (War Debts and World Prosperity, p. 103) give 
the following summary of detailed data presented in the Annual Report of 
the Secretary of the Treasury (1920): 

Pre-ArMISTICE AND Post-ArMISTICE ADVANCES MADE BY THE AMERI- 
CAN TREASURY COMPARED WITH THE PRESENT 
VALUES OF THE DEBT SETTLEMENTS 


(In millions of dollars) 





Present Value 


Cash Advances | Cash Advances Total of Scheduled 

Debtor Country Made Prior To| Made after Original Payments on 
November 30, | November 30, Advances a 4.25 Per 
1918 1918 Cent Basis 
Great Britain........... 3,796.0 278.8 4,074.8 3,788.5 
J och. Se ees 2,010.0 1,330.5 3,340.5 1,996.5 
ohn: ae Raa 1,091.0 538.9 1,629.9 528.2 
BOPTBN oiove ici. o. hans Sioa sare' 185.5 191.5 377.0 225.0 





Clearly the argument which is frequently heard in public discussion in the 
U.S. that the present debt-funding agreements only collect the post-armistice 
advances, is without foundation in fact. If the present valuation of the Al- 
lied payments were calculated at 3 per cent, the statement would be even 
more strikingly untrue. 
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orders at the time of the armistice. The economic conse- 
quences of such abrupt action might be extremely serious and 
it would even be questionable policy from a military point of 
view. The armstice date is of no great significance in such 
transactions. Legally the only date that limited the govern- 
ment action was that of the official termination of the war 
(June 2, 1921). The total volume of loans extended after the 
armstice was as follows: 


Under Liberty Loan Acts®.... $2,369, 196,000 
American Relief Administra- 


tony Jee ester 84,094,000 
Surplus war supplies......... 574,977,000 
U.S. Grain Corporation. ..... 56,859,000 

Dotals Severe on ee oe $3,085,126,000 


Examination of the manner in which the credits were used, 
has some times led to acrimonious comment on the inclusion 
of expenditures which were not strictly made for war pur- 
poses. Such critics usually try to distinguish so-called “com- 
mercial” items from “war” items. The entire controversy is 
artificial in a discussion of modern warfare which involves all 
the resources of a modern nation. Expenditures which served 
to stabilize the exchanges of our associates in the war, for in- 
stance, served to keep up morale in a manner that is difficult 
to evaluate except by an effort to imagine the effects of a de- 
preciated currency on a struggling nation and on its adver- 


6The Liberty Loan item includes interest on the war debts. Until the 
spring of 1919 the debtor governments made interest payments on their earli- 
er loans from the proceeds of new loans. On September 26, 1919, the Treas- 
ury announced its willingness to defer all interest payments for a period of 
two or three years. The unsettled economic conditions following the war and 
the wide fluctuations of the various currencies made it impossible to demand 
an immediate cash payment without adding to the “present difficulties in the 
financial and economic rehabilitation of the world,” as Secretary of the 
Treasury Carter Glass explained in a letter to the Chairman of the Ways and 
Means Committee. “‘. .. . We should not only make it impossible for Europe 
to continue needed purchases here and decrease their ultimate capacity to 
pay their debt to us, but should hinder rather than help the reconstruction 
the world should hasten” (December 18, 1919). 
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saries.’? The principal categories of the expenditures went for 
munitions, food products including tobacco, transportation 
including shipping, interest charges, exchange charges, and 
such items. In other words, the proceeds of the war loans 
were devoted almost exclusively to war purposes. 

The war loans were chiefly spent in the United States.® 
They were unlike most private commercial loans in that they 
ieft no assets in the debtor country which might provide the 
means for payment of interest and principal. A commercial 
loan providing for, say, the construction of a new railway 
increases the productivity of the debtor nation and leaves it in 
a position in which its capacity for increased exports or serv- 
ices is enlarged. The war loans, on the other hand, were 
spent for purposes which destroyed productive capacity rath- 
er than increased it. “Fertile fields were rendered barren and 
populous cities a shattered ruin. Such expenditure, instead 
of producing a slow and steady accumulation of wealth, de- 
stroys in a few hours the stored-up riches of the past. Like the 
shells on which they were largely spent, these loans were 
blown to pieces. They have produced nothing to repay them, 
and they have left behind nothing but fresh complications and 
perplexities.’’? / 

/ 
III. FROM THE DEBTOR’S CAPACITY TO 7 
PAY TO THE CREDITOR’S CAPAC- 


TTY TO RECEIVE 


The twelve years that followed the Versailles Peace Confer- 
ence can be divided into three periods. First we passed 


/ 


7 Cf. Professor E. R. A. Seligman’s reply to Secretary Mellon, March 23, 
1927. International Conciliation, May, 1927, pp. 9°-93- 

8 As the loans financed purchases within the creditor country, few transfer 
problems arose at the time. “When we made the loans to the Allies in 1917- 
19, we handed over to them not cash, but goods. This is the resemblance: 
our loans were made in goods, just as the repayments are to be made in 
goods” (F. W. Taussig, International Conciliation, No. 230, p. 209). The 
Allies, however, were eager to receive these goods while we are extremely 
reluctant. 

9 British note on the debts, Cmd g2z0—United States No. 4 (1932). Also 
New York Times, December 2, 1932. 
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through the period of the astronomical figures. Political 
greed unchecked by economic reality, simply operated adding 
machines and presented the debtors with fantastic totals. 
The second period was introduced with the notion that you 
could not expect an honest debtor to admit a liability for sums 
that were larger than he was able to pay: “capacity to pay” 
entered into the negotiations of the Dawes Plan and into our 
own Congressional thinking after the settlement with Great 
Britain and before the funding agreements with the other 
debtors had been signed. The third stage is comparatively 
recent: Assuming that the debtor is willing and able to pay 
is the creditor willing and able to receive payment? “Capacity 
to receive payment” first entered into the Allied creditors’ 
considerations with the Stamp Report to the International 
Chamber of Commerce in 1925. It became an official concern 
of the Allies when the Bank for International Settlements was 
equipped in the Young Plan with auxiliary functions which it 
might have used to broaden the scope of world trade.” It has 
only recently crept into American discussion in connection 
with our desire to exclude foreigners from the domestic mar- 
ket while we simultaneously denounce them for their failure 
to recognize the “sanctity” of their obligations to us. 

We cannot discuss the history of the post-war decade in 
detail. Suffice it to say that it was a long record in all coun- 
tries of the struggle of political passion and legalistic thinking 
with the stern realities of economic life. The struggle was re- 
duced in intensity from time to time by so-called “expert” 
reports which within the limits allowed by politics would 
draw into the battle a modicum of economic sense. But while 
“sense” would in this way limit the totals for which debtors 
would admit liability, politics would turn from the signature 
of a new and /ower reparation or debt agreement to the signa- 
ture of a new and higher tariff law, thus destroying whatever 
concessions had been made in the debt agreement by making 
it harder to earn the smaller sums in the creditor’s exchange 


10 Cf, Harry D. Gideonse, The International Bank (Rutgers University, 
1930), chap. i. 
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upon which agreement had finally become possible in the new 
“solution.” 

In the United States, Congress laid down the principles 
which were to govern the American representatives in debt 
negotiations in the Act creating the World War Foreign Debt 
Commission of February 9, 1922. In this Act Congress re- 
fused to grant the Treasury’s request for full bargaining pow- 
ers and defined in some detail the limitations of the bargaining 
power of the Commission. Thus it was provided that nothing 
in the Act should be construed “‘to authorize or empower the 
Commission to extend the time of maturity of any such bonds 
or other obligations due the United States of America by any 
foreign government beyond June 15, 1947 or to fix the rate of 
interest at less than 4.25 per centum per annum.” The Act 

Palko provided that the Commission had no authority to allow 
“cancellation of any part of such indebtedness except through 
payment thereof.’ In other words, Congress tried to lay 
down the rate of 4.25 per cent interest as an irreducible mini- 
mum and it also tried to force repayment of the principal of 
the debts within the 25 years that were to follow the enact- 
ment of this legislation. Both efforts to limit the bargaining 
power of the Commission were given up under the pressure of 
the facts of the case. It was only the first of a series of defeats 
for the Congressional “men of principle” who sought to re- 
cast the theory of international trade in the image of a “Buy 
American”’ movement. 

Grudging concessions to reality came in the negotiations 
with Great Britain, although the first government to appear 
before the Commission was that of the French Republic 
which informed the Commission that the terms stipulated by 
Congress were “not acceptable to France.” In the negotia- 
tions with Great Britain the Commission ultimately accepted 
a period of sixty-two years instead of the twenty-five years 
demanded by Congress and it also agreed to a rate of interest 
of 3.5 per cent during the last fifty-two years instead of the 
4.25 per cent stipulated in the debt-funding act. The longer 
period served to make the annual payments smaller while the 
3-5 per cent rate was an admission of the soundness of the 
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Ca 


British contention that the United States itself was not over 
a long period of years paying more than this rate. 

After Congress had approved these modifications, the way 
was paved for more marked concessions in the case of other 
debtors. As a matter of fact, in the end we showed a not un- 
reasonable capacity to face the facts of the international eco- 
nomic situation. Congress, however, made it impossible for 
our representatives to claim credit for such reasonableness as 
we ultimately permitted, by its rigorous insistence on the fic- 
tion that our debt-funding agreements did not affect any can- 
cellation at all since we insisted on the inviolability of the 
“principal” although in fact, by judicious juggling of the in- 
terest rate, substantial reductions were granted to our debtors 
on the economically somewhat specious ground of their re- 
spective “capacities to pay.”’ Our stubborn affirmation that 
we were intent on getting all that our debtors were “capable 
of paying’ —could one get more?—and our equally stubborn 
insistence that the “principal” was sacred, have had not a 
little to do with the reputation our policy has given us abroad, 
although an examination of the actual results of that policy 
revealing de facto reductions ranging to 80 per cent reveals 
considerable flexibility when the facts of the situation seemed 
to demand it.™ 

The interest rate was modified in a varying degree in all 
debt settlements. Calculated as an average over the entire 
period of the payments it works out at 1.8 per cent for Bel- 
gium, at I.6 per cent for France, and at 0.4 per cent for Italy. 
If we try to work out the present value of these payments at a 
reasonable current rate of interest we arrive at the figures in 
Table I for the reductions to which we have already agreed in 
the present debt-funding agreements. 


™ For details concerning the activities of the World War Foreign Debt 
Commission, cf. Annual Report of the Secretary of the Treasury, 1925/26, 
pp- $5 ff. According to Treasury figures made available on December 19, 
1932, the total of the payments received by the United States on the war, sup- 
ply and relief debts—including the payments on December 15, 1932—was 
$2,726,266,808. 
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TABLE I 


Amount oF REDUCTION IN THE AMERICAN 
War Dest SETTLEMENTS* 


(In millions of dollars) 





Percentage Re- 





Debt prior to Percentage Re- . 
Gee rach esiRe aay | guction Based on | Bresene Valuation 
nelucing Interest | Present Valuation | of Funded Debeon 
Original Rates as percent Basis] * 4:73 eee coos 
PRYISELI AION So). (o 0 6 =e te 34.6 au! 7O.5§ 
EP 202 Sw sjoe's alas « .4 ag Bais 
Czechoslovakia......... 9 .O Neg) 
BGEM OMA te Sic j0 #5 aici 3's sii 9 19.5 
BANG See es sc es = ° 40} 8 19.3 
ISAAC erate ere. v arava slat ole 8 3} 52.8 
Greati Britain: .s\ii.) <<. re) at 19.7 
Cee ee aOR eee yf a 67.3 
[RITE Ely Rie ae ero .0 .O 19.6 
Jos eed een eee 2 sy) 75.4 
1 L-7Cs ole a aea 9 8 19.3 
Petehtania!s iri 22%. fhe 22 8 20.1 
Fa] biat egies Pee ones “3 .O 19.5 
LER E Te ae 9 a eer 
Nugo-Slavia..-.. 2... 32 9 69.7 
otal eet. feo. 7 43-1 
Present value of total 

(EVES SSS He As See eae : 6,879.0 


* Based on a table in Moulton and Pasvolsky, War Debts and World Prosperity, p. 101. For 
an estimate of the present value of the funded debt on a 3 per cent basis, cf. Annual Report of 
the Secretary of the Treasury, 1926/27, table 68, p. 630. At 3 per cent there is a slight overcharge 

‘or Great Britain and the reduction for France is 35-4 per cent, and for Italy 63.6 per cent. 
Elsewhere the Treasury computes the present value at the rate of 4 per cent (total $7,470,000,- 
000) as an offset to the total war expenditures of the United States ($47,957,272,333-34)- Even 
the most optimistic current valuation would probably not exceed two billion dollars, less than 
5 per cent of the American total money cost of the World War. Cf. ibid., table 78, page 647. 


While these facts are impressive evidence of our willingness 
to revise our policy in accordance with new facts, they should 
be studied in the light of the radical changes which have taken 
place since these debt-funding agreements were signed and 
ratified. The reductions to which we have in fact consented 
correspond roughly to the deflation in the world price level 
which had taken place since the time in which these debts 
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were originally contracted. In other words, the new debt- 
funding agreements, even at their reduced totals, called for 
about the same movement of goods and services as the original 
figures. Since 1929, however, prices have shown another 
drop of 40 to So per cent in comparison to the 1926 figures and 
even a cut of the same percentage in the present totals 
(amounting to a total average cut of approximately 70 per 
cent in the 1922 figures) would therefore leave the situation 
completely unchanged from the standpoint of underlying 
trade movements. Meanwhile the receipts from reparation 
payments by Germany to the Allies have disappeared, and the 
willingness and ability of the capital market to carry the bur- 
den of these payments has been sharply affected by the de- 
pression. Clearly then, we again face new facts. 

The United States Government has almost constantly 
maintained the thesis that there is no relation between debts 
and reparations. We have maintained that position since the 
Conference at Versailles, where our unwillingness to reduce 
our debt claims played a part in the decision to leave the repa- 
ration problem unsettled in the treaty of peace, since any rea- 
sonable amount at which reparation might have been fixed in 
that document would have been completely absorbed after 
its transfer to the Allies by the debt claims of the United 
States, leaving nothing whatsoever for the reconstruction of 
northern France and Belgium, the original purpose of “repara- 
tion” payments. Legally, we even maintained the fiction of 
the independence of debts and reparations after the impend- 
ing financial, social and political disaster in Germany had 
forced Washington’s hands and led to the sacrifice of public 
credits in the Hoover moratorium in order that American 
institutions with outstanding private loans might be strength- 


12In Professor Taussig’s words: “We charged high prices for the goods 
that we sent out in 1917-19. ‘Charged’: this is a misleading term. No one 
deliberately charged high. But the plain fact is that the circumstances of 
those years were such that the goods which the Allies got from us—the only 
things they received—were debited to them at very high rates. While we 
put vast dollar funds at their disposal, they got few goods per dollar. Now 
the price situation is quite otherwise; and it will be otherwise, so far as we 
can foresee, for many years to come.” 
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ened by the postponement of reparation payments. Legally, 
there is still no valid connection between inter-allied debts and 
reparations. Economically, that connection is indisputable. 
What goes out in foreign exchange over one counter in the Al- 
lied ministries of finance is closely related to what is received 
in foreign exchange over another. 70 per cent of the German 
payments under the Young Plan were ultimately destined to 
reach the United States in the form of payments on the inter- 
allied debts. 

As one “expert” plan in the reparation problem succeeded 
another, the relative vulnerability of these “solutions” be- 
came apparent to investors who had been willing to purchase 
foreign securities which made a supply of foreign exchange 
available in the debtor countries’ banks that would normally 
have been produced by additional trade and services. Fur- 
thermore, governments seemed engaged in a persistent effort 
to destroy the effects of the successive concessions in their 
various “definitive” solutions. In too many respects the plans 
of the Dawes and Young Committees were those of politicians 
disguised as economic experts. Politics would not hear the 
whole truth, nor would it act to bolster up a partial truth. 
The Young Plan, as well as the Dawes Plan, was based on the 
assumption that the creditor nations would act to facilitate 
the movement of German trade.* Ultimately in international 
trade, a creditor must be willing to take more goods or serv- 
ices if even the most modest settlement is to stand the test of 
decades of fulfillment. We all know that the United States, 
the ultimate creditor in the whole international financial set- 
tlement, chose the very year of the new Young Plan settle- 
ment for a radical upward “‘revision”’ of its tariff policy, a re- 
vision that resulted in the highest tariff in our history, and 
thus brought a host of other “revisions” in other countries in 
its wake. 

A debt settlement involving sums of this magnitude which 
does not at the same time introduce a certain stability in the 
conditions of international trade contains within itself the 


*3 Cf. Harry D. Gideonse, “The Reparation Settlement of 1930,” Foreign 
Policy Association Information Service, May 14, 1930. 
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microbes which will ultimately cause it to perish. To reduce 
debts and reparations moderately because of a strongly po- 
litical evaluation of the debtor’s “capacity to pay,’ and at 
the same time to increase tariffs and other trade obstacles 
which make payment of the smaller sums more difficult, is to 
commit the most obvious economic inconsistency. Ultimate- 
ly, therefore, the responsibility for the present unhappy situa- 
tion does not lie in the inadequate recommendations of our 
various “expert”? committees, but rather in the unwillingness 
of the various creditor governments to translate the logic of 
the successive settlements into commercial policy. 


IV. ARE WE WILLING TO RECEIVE 
PAYMENTS? 


The chief difficulty in the entire problem is the failure to 
understand the fundamental economic differences between 
payments on domestic debts and payments on debts in which 
the debtor collects his money in one currency and pays it to 
his creditor in another. Most of the discussion turns around 
the debtor’s willingness or respectively, capacity to pay; very 
little attention is devoted to the creditor’s willingness or re- 
spectively, capacity to receive payments. 

If the debts had been expressed in terms of tons of coal, 
bushels of wheat, bales of cotton, and so forth, the problems 
involved would have been clear to everyone. The debtor na- 
tions would then collect from their citizens by means of taxa- 
tion the required sums and would then buy in their own na- 
tional markets the quantities of goods which were desired. 
The creditor nation would then have had the responsibility 
of disposing of these goods in its own domestic market and it 
would have been clear to everyone—including the tax payer 
in the creditor country—what was involved in receiving the 
payment. Conceivably a soviet economy with centralized re- 
sponsibility could be enthusiastic about a series of payments 
of this type extending over sixty years. Such payments would 
render it possible to transfer national capital and labor to 
other industries while the foreign shipments took care of, say, 
the supply of shoes and chemicals. Under our own competi- 


[16] 


tive capitalistic economy, the payments will mean sixty years 
of additional competition to our national producers of the 
articles which were chosen as the means of payment. 

The principal obstacle to popular understanding lies in the 
fact that the payments are expressed in money and not in 
goods. The public—and most of our political representatives 
—visualize the matter as comparable to a domestic transac- 
tion: the debtor simply collects the funds and turns them 
over to the creditor. The assumption that the funds collected 
by the debtor will be acceptable to the creditor is, however, 
invalid in an international transaction although it is gen- 
erally valid in its domestic equivalent. 

Clearly the United States Government desires payment in 
currency with which it can discharge its own obligations. The 
debtor, however, can only acquire such currency in return for 
his own funds, by acquiring credits in the United States, and 
there are only three ways in which such credits can be ac- 
quired: 

1. By shipping go/d which is acceptable to us because it is 
the basis of our monetary system. 


2. By acquiring dollar exchange earned by the debtor na- 
tion through the sale of additional goods or the performance 
of additional services. 

3. By signing new promises to pay in this country either 
of a short term or long term character. 


It is hardly necessary to discuss the third method at this 
time. No market exists in the United States for new issues 
of foreign bonds and although it is more than likely that some 
resumption will eventually take place, it is not likely to be 
large enough to take care of the political debts as well as the 
private ones. 

Shipments of go/d might be acceptable in small quantities. 
When sums as large as the debt payments, or for that matter 
reparation payments, are concerned the method becomes in- 
applicable. The British debt payment in December, 1932, 
took a very large percentage of the total gold reserve of the 
Bank of England. The British debt as a whole is several times 
as large as the entire gold reserve of the British Empire. 
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Clearly, gold shipments might help in a short run problem, 
but for the period of two generations which is contemplated 
in the debt-funding agreements with the Allies, they would be 
unsatisfactory. They would accomplish nothing but the un- 
settlement of our debtor’s monetary and banking system." 
The example of Germany before the Dawes Plan and of Eng- 
land since her departure from the gold standard stand before 
the world as warnings of the essentially unsound character 
of reliance on gold for the discharge of such large debts. 
The consideration of payments through larger sales of 
goods and services by the debtor nations brings us to the 
method which has constantly been placed in the center of the 
discussion by economists and all others familiar with interna- 
tional trade. It is not necessary to increase the direct trade of 
the debtor with the creditor. It is conceivable that the debtor 
might sell more goods to South American countries which, in 
their turn, might sell more goods to the United States. It is 
essential, however, that some one se//s more goods and services 
in the American market than were sold before so that the 
dollar exchange earned in this fashion might become available 
through the world’s banking centers for purchase by the 
Allies’ treasuries. If no additional sales are made in the 
American market, the alternative method to acquire exchange 
will be to curtail the purchase of American goods and services. 
There will be increased pressure on American trade in any 
case. Either we buy more goods and services ourselves, or our 


4 During the post-war decade the payments on reparations and debts en- 
couraged deflationary tendencies in Europe—the price decline began in Ger- 
many fully two years before it reached the United States—and made credit 
expansion possible in the United States. There are some who would recom- 
mence the entire chain of events by once again draining Europe of her gold 
reserves. In the Draft Annotated Agenda submitted by the Preparatory Com- 
mission of Experts for the coming World Economic Conference (League of Na- 
tions, 1933. II. Spec. 1) the experts declare that “these debts will remain an 
insuperable barrier to economic and financial reconstruction” and that “‘it is 
essential that this question shall be settled.”” The subject is not included in 
the Agenda because the United States government did not desire its discus- 
sion, but the quoted statements occur in the introduction to the report of the 
experts and were signed by the entire committee, including the American 
members. 
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debtors sell more to third parties to which we would like to 
sell ourselves,'® or our debtors make an effort to become inde- 


8 The idea that tri-angular trade would provide the means of payment, 
has been a favorite argument of Mr. Hoover. It appeared in his first address 
on the debts at Toledo on October 16, 1922, and it was reiterated in his last 
message on the question (December 19, 1932). It is an argument that often 
reappears in political discussions and it might be well to reproduce the con- 
clusive answer that was given to the Toledo speech by Professor E. R. A. 
Seligman, of Columbia University, in an article in The New York Times of 
November 5, 1922 (reproduced in the author’s Studies in Public Finance, 
PP 44-58): 

“But even if the Allies could pay, the question arises: Should we demand 
that they pay now and forthwith? If they have the ability to pay, have we 
the capacity to receive? 


“Mr. Hoover seeks to answer this question in the affirmative by telling 
us of the three-cornered trade; of the fact, familiar to every tyro, that a na- 
tion in international trade may acquit its obligations to another country by 
transferring the debits to a third country, which stands in an opposite rela- 
tion. Mr. Hoover endeavors to quiet our fears about the danger of European 
countries exporting to us a surplus of manufactured goods, which would stop 
the wheels of our industry, by saying that this surplus may come in the shape 
of raw materials which we need—rubber, silk, coffee, cocoa, or what not. 


“Ts this true? Will Europe be able to send more to the tropics unless she 
has an exportable surplus? And how will an increase of European exports 
create an augmentation in the capacity of the tropics to supply, or in the 
readiness of the United States to demand, more raw materials? Let us con- 
cede, however, that the tropical countries will send us more rubber, tin, silk 
or coffee, and that the European debtors will send their manufactured goods 
to the tropics instead of to the United States. What will then happen to our 
exports to China, South America and Africa? If the rubber and coffee are 
sent out by them to pay for more goods received from Europe, what will there 
be left with which to buy goods from the United States? It makes little dif- 
ference to us whether the wheels of industry are stopped here because of the 
plethora of exports from Europe into the United States or because of the 
inability of the United States to send its wares to the tropics. In both cases 
there will be a falling-off in the demand for our products. 


“No explanation can obscure the fact that, despite the three-cornered 
trade, a nation’s commerce must be envisaged as a totality. If the rest of the 
world pays a debt by exporting more goods, whether to us or to another coun- 
try, it makes it harder for us to export the usual quantity of goods in return. 
The reason why, under normal conditions, exports are mutually profitable, is 
that the exporting country is thereby enabled to secure imports, that is, to 
buy commodities. It is a matter of give and take. But when, in order to pay 
an immense debt, the rest of the world has to increase its exports to us, there 
is nothing to call for imports in return; and with this cessation of our exports 
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pendent of American sources of supply in order to relieve 
their exchange market of undue pressure. 


The second British Note to the United States Government, 
published on December 1, 1932, dealt with this problem in the 
following terms: 


Payments across the exchange, restricted as they are by the effect 
of tariffs and trade barriers, are essentially different from payments 
made by the taxpayer in his own currency, and the burden of these 
vast intergovernmental debts must be judged by comparison, not 
with the volume of internal revenue, but with the balance of trade. 

So long as debtor nations are compelled by every means to aug- 
ment their export surpluses in order to meet these intergovernmental 
debt burdens, they cannot play their part in the normal economic 
operations of commerce, and their diminished purchasing power will 
reflect itself in diminished receipts for the producers in the creditor 
country, with consequent fall in prices, depression of industry and 
unemployment. 


Immediate and caustic comment to the press by our repre- 
sentatives in Washington described this reply as a British 
“threat of reprisal.” John Maynard Keynes has quite ap- 
propriately pointed out that: 

....Itis the duty of the creditor not to frustrate payment. The 
only means by which we can pay large sums to America reduce, in 
the long run, to two. We can pay a few installments in gold, but we 
don’t produce gold and the debt is many times greater than our total 
stock. This, therefore, is an emergency, not a normal, means of pay- 
ment. There can, in the end, be only two means of settlement— 
directly or indirectly, we must sell more goods to America, or buy 
less from her. 

If the Americans will send us a list of our produce of which they 
would like to buy more, we will take steps to ship it, and if they will 
schedule a list of those of their goods which they would like us to re- 
frain from buying, we will try to cut down our purchases. Or, we 
can achieve the same results by tri-angular trade through the in- 
termediary of a third country. 


to foreign countries our factories will close, our industries will languish and a 
period of depression will set in.” 

It might be added that our total purchases of non-competitive products, 
such as these South American raw materials, are substantially less than our 
total exports. 
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For example, we might, in return for trade concessions, make a 
bargain with Argentina that they should buy from us goods which 
they now buy from the United States, thus providing us indirectly 
with exchange wherewith to pay our debt. If the Congress desires 
us to negotiate on these lines, let them say so. But, when we are told 
by Congressmen that the suggestion of buying less is a reprisal and 
that the offer to sell more is an injury, the obligations of honor wear 
extremely thin. 


The efforts of European countries to grow their own cotton 
and wheat are not without relation to our debt and tariff pol- 
icy. To be sure the wheat and cotton may turn out to be more 
expensive than our American product, but it can be paid for 
within the debtor’s own monetary system. Thus Germany 
finds it to be “cheaper” to buy her own expensive wheat which 
is “cheaper” because the marks paid to her own people do not 
make it necessary to increase the supply of foreign exchange 
in the German banks which would be required for payment of 
the really cheaper American product. Such a supply of for- 
eign exchange would only be available if German traders had 
sold additional goods and services to foreigners, or if the banks 
had been able to attract new foreign credit. Meanwhile Ger- 
man labor pays more for food than is necessary and the Amer- 
ican farmer gets a bankruptcy price for his products. 

The immediate answer to any effort on the part of nations 
to increase their exports to the United States is, however, a 
demand on the part of American producers for more “‘protec- 
tion,” which will, of course, make payment more difficult. 
Every effort on our part to reserve our “home market,” will 
lead to retaliation on their part so that by buying less of our 
goods they might have a larger supply of dollar exchange 
available for debt payments. Presumably the answer to such 
retaliation will be more “protection” in the United States 
until in the end international trade shall have ceased and we 
can point with great indignation to our debtors’ lack of honor 
when as a matter of fact it was our own unwillingness to re- 
ceive payments that made our debtors unable to make them. 

It is also necessary to stress the fact that increases in our 
debtor’s trade and services are required. Their present supply 
of foreign exchange goes for the present trade and services of 
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creditors. If these exports of the creditors are not to be cur- 
tailed—and no one in the creditor nations desires that—the 
new trade and services of the debtors must be in addition to 
their previous trade. Furthermore, it is not enough that it 
should be an increase of 400 million dollars if the debt pay- 
ments seem to require such an amount, but it must be an in- 
crease that is much larger in scope than the payments that are 
expected because all exports presuppose certain imports of 
raw materials and services which are essential in the produc- 
tion of the goods that are to be exported. In other words, debt 

ayments of the type involved in the financial liquidation of 
the World War will make it necessary to broaden the scope of 
trade considerably and this in a period of lower price levels 
will only be possible with a sharp reduction in the present 
trade barriers, particularly in creditor countries. 

The present insistence in certain American circles that 
American must somehow gain larger export markets from the 
debt negotiations is therefore—to put it mildly—dquite beside 
the point. An international debt is not paid by creating mar- 
kets for the creditor’s products in the debtor’s markets, but 
rather by opening the creditor’s markets to world trade. If we 
are really interested in additional markets for our exports and 
in debt payments as well, then such a double objective can 
only be obtained by a still lower tariff in the United States 
enabling our debtors to acquire not only sufficient quantities 
of dollar exchange for debt payments but also an additional 
purchasing power for American exports. 

This relationship of the ability to pay a foreign debt and 
the balance of trade of both debtor and creditor—as well as all 
of the other countries indirectly when amounts of the present 
magnitude are concerned—is almost wholly ignored in current 
political discussion. The economist for one of the larger New 
York banks put the matter rather succinctly when he criti- 
cized the notion that the Germans could pay reparations if 
disposed to do so, by each drinking one glass of beer less per 
day, and pointed out that even if the German people ab- 
stained from beer completely it would make no difference in 
their ability to pay reparation unless the creditor countries 
were willing to receive additional imports of beer or some 
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other German product. In current American discussion the 
same error is often made with regard to the armaments ex- 
penditures of our debtors. Even if Great Britain cut her ar- 
maments by one-half it would not increase the quantity of 
dollar exchange in her banks. The bills for French armaments 
are paid for in French francs, the relationship to her ability to 
pay on a foreign debt is at the very best an indirect one 
through the effect of taxation on the costs of her exports and 
services. While present armaments expenditures, therefore, 
prove little as to our debtor’s capacity to pay a foreign debt, 
it is possible to maintain that a revision of debts that had hith- 
erto been paid might free funds in the debtor nation for addi- 
tional armaments. This is undoubtedly the strategic point to 
watch in the coming international negotiations.” 


V. THE SPECIAL CASE OF FRANCE 


The revival of the debt controversy has led to unusual out- 
bursts of sentiment against France which is partly due to the 
persistent anti-French campaign of some of our newspapers 
and popular magazines as well as to France’s apparently com- 
plete misunderstanding of the American political scene. 

France’s case for the revision of the debt settlements has 
not been based on her “capacity to pay.’’"7 The French Re- 
public never gave the United States an unqualified signature 
comparable to that of Great Britain. France consistently 
maintained that her payments to us would have to be met by 
her receipts from Germany. Our Senators included the Ger- 


6 The question is usually discussed in terms of sentiment on both sides 
of the Atlantic. Thus Mr. W. S. Churchill is quoted in Gleanings and Memo- 
oranda of January, 1933 (p. 17), as having said that he “did not admit for 
one minute that there was the slightest connection between debts and na- 
tional defense. The debts of a nation affected its credit. The defense of a 
nation affected its sovereignty, and sovereignty was in a different sphere al- 
together from anything connected with finance or credit.’ Needless to say, 
Mr. Churchill’s romanticism has little in common with the statement in the 
text even if the conclusions are similar. 


17 For an excellent statement of the French position during the post-war 
decade, cf. Lucien Petit, Le Réglement des Dettes Interalliées (1919-1929), 
Paris, 1932. 


[23] 


man payments as part of the French “capacity to pay,” and 
most important of all, the ratification by France of the debt- 
funding agreement with the United States was based on re- 
ports in both the Chamber of Deputies and the Senate which 
described the Mellon-Berenger Treaty and the Young Plan as 
a “homogeneous and indivisible” whole, while a parallel resolu- 
tion in the French Chamber assigned the German receipts to 
the American payments, thus establishing a budgetary link 
that has not proved to be without psychological significance. 

Furthermore, for twelve years France found the United 
States Government denying the existence of a link between 
Germany’s reparation payments and her own debt payments, 
until suddenly when our own banking interests in Central 
Europe were endangered, we forced France and the rest of 
Europe to accept our Hoover Moratorium which was based 
upon the interdependence of these payments, since we told 
our debtors that we would postpone their payments to us if 
they would postpone the payments which the Germans were 
supposed to make to them under the Young Plan.** When the 
final documents embodying the legal formulation of the 
Hoover proposal were signed, we again went through the 
flimsy make-believe of isolationism: all other governments 
were represented by responsible delegates, the United States 
only by observers who did not sign the formal agreement, 
since, as the State Department told the newspapermen in 
Washington, this was considered an arrangement involving 
“only European relationships.” The emergency had forced us 
to face the facts as they really were. We were determined, 
however, not to let the facts interfere with our theories. For 
a people that prides itself on its practical sense that was an 


8 In the words of the Secretary of the Treasury, we offered “to suspend 
during the fiscal year 1932 all payments due the United States on account of 
indebtedness of foreign governments, provided that the important creditor 
powers would take similar action with respect to payments due them on 
intergovernmental debts.” Cf. Annual Report of the Secretary of the Treasury, 
1930/31, p. 83. 

Only Yugoslavia failed to accept. Arrangements for the repayment of the 
postponed sums during the ten years beginning July 1, 1933, are described in 
the Annual Report of the Secretary of the Treasury, 1931/32, pages 34-35 and 
288-308. 
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odd position indeed. To the French who are supposed to rep- 
resent the “logical ’’or “legalistic’”’ position in international 
relations, the fact that American initiative had broken the 
German will to pay, insofar as it still stood behind the Young 
Plan, was the significant new element in the problem. 

The next scene in the drama took place at the White House 
and at the Lausanne Conference. President Hoover and Pre- 
mier Laval met in Washington in October, 1931, and at the 
end of the conversations a joint declaration by the two states- 
men was issued in which it was “recognized” that prior to the 
end of the Hoover year of postponement some agreement in- 
sofar as “intergovernmental debts’ were concerned might be 
necessary “covering the period of business depression.” The 
statement also contained the sentence that “the initiative in 
this matter should be taken at an early date by the European 
powers principally concerned within the framework of the 
agreements existing prior to July 1, 1931.” In other words, 
the Allies were first to straighten out reparation matters under 
the Young Plan and after that “initiative” had been taken, 
they would come back to discuss the“‘intergovernmental debts” 
in which Washington had animmediate interest. They took this 
initiative which finally led to the Lausanne agreements in 
which well over ninety per cent of the German obligations were 
permanently cancelled. This achievement was more impressive 
than had been originally expected in view of widely held opin- 
ions with regard to a supposed French rigidity and “lack of 
realism” in these matters. The agreement was publicly ap- 
proved by the Washington administration. When the Allies 
renewed their negotiations with Washington, however, they 
were told that they must pay, and unconditionally. Is it sur- 
prising that Frenchmen feel almost unanimously—it is true 
even of the group of deputies who supported M. Herriot— 
that payment under such circumstances might be interpreted 
as legal recognition of the unmodified validity of the original 
debt and a waiver of the defense contemplated? 

Another “logical” grievance of the French in the debt prob- 
lem is concerned with the American desire to establish a link 
between debt payments and armaments expenditures, while 
we deny the link between reparations and inter-allied debts. 
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The absence of any direct economic relation of armaments and 
debts is discussed elsewhere in this essay. French armaments 
have no direct connection with our debt policy but are related 
to European “security.” If we should combine a new debt 
settlement with some degree of participation in the responsi- 
bilities for the “‘organization of peace,” the link between arma- 
ments and debt payments could be established. Without the 
will to co-operate more fully on such arrangements, our con- 
stant carping on the new “‘armaments race” in Europe, will 
probably provoke nothing but the obvious retort that our 
own armaments expenditures have increased fully four times 
as rapidly since 1913 as those of our leading European debt- 
ors.’? 

In the long run the French case will rest on the same eco- 
nomic grounds as that of Great Britain. The temporary ac- 
cumulation of gold will not change the situation over a long 
period of years. The peculiar circumstances of the French sta- 
bilization and the fact that France seems to have been about 
“two years behind in the depression’”’ led to greatly enlarged 
gold reserves which are likely to diminish quite rapidly as the 


19 Facts with regard to our armaments expenditures receive much more 
attention in foreign newspapers than in our own, and vice versa. The mis- 
handling of all these issues in the daily press is responsible for much of the 
tension and confusion. With a few outstanding exceptions, such as The New 
York Times, our press has seldom reported the real case of the French, just 
as for that matter the French newspapers ignore the American view. It might 
be well to meditate the following two paragraphs of editorial comment in 
two prominent “right” journals. 

Le Temps: “The President of the United States insists that what he be- 
lieves is a formidable increase in military expenditure constitutes one of the 
most important factors in the world-wide disequilibrium of national budgets 
with an unfavorable effect on credit and on monetary systems. But no coun- 
try in the world has increased its military expenditure to the same propor- 
tion as the United States have increased theirs, even though their country is 
not exposed to any danger and its only preoccupation has been to obtain 
naval parity with Great Britain.” 

Le Fournal des Debats: “After having denied a link between reparations 
and debts, Mr. Hoover, with an unbelievable lack of conscience, would estab- 
lish a link between debts and disarmament. And what is going to be the end 
of this fine international policy: 1. Germany will pay nothing but will have 
the right to arm; 2. France will pay but will be obliged to disarm? Our reply 
is ‘no.’ ””—Cf. New York Times, December 21, 1932. 
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balance of international payments becomes more normal. 
While the immediate payments would not raise any transfer 
problems in France because of the present gold holdings, the 
ultimate effect of payments by France will be comparable to 
those which would follow the British efforts at fulfilment. 

It might be well to say a word about two other questions 
which always arise in public discussion in the United States 
although they have no clear relation at all to the real merits 
of the problem. American press propaganda has so often re- 
peated the tale of the French “‘raid” on the dollar and of a sup- 
posed relationship of French and Japanese policy with regard 
to Manchuria, that the burden of proof is almost on the per- 
son who denies the existence of any valid evidence to bolster 
up either of these myths. No evidence has ever been presented 
by any of the publicists who reiterate these stories. The Bank 
of France did, in fact, withdraw substantial deposits from 
New York early in 1932 as did many other countries including 
Switzerland and the Netherlands. Gold standard countries 
had lost heavily when England went “‘off the gold standard” 
by the depreciation of their deposits in London, and, in view 
of the panic which then existed in the United States, sought 
to safeguard themselves against similar losses in case of an 
American move in the same direction. It seems unreasonable 
to expect of foreigners more confidence in the American situa- 
tion than Americans had themselves and it is only necessary 
to recall the atmosphere which existed in this country at that 
time, and perhaps to reread Mr. Hoover’s campaign speeches 
about the panic in Washington, to see clearly that the for- 
eigner could hardly be blamed for the anxiety which was 
shared so widely in this country. It is also well to remember 
that the French withdrawal took place in close co-operation 
with our Federal Reserve officials. ““Raid’”’ stories have never 
had official American backing. They originated in our jingo 
papers which were looking for a foreign “goat.’”’ As a matter 
of fact, it is hardly plausible that France should have aided 
an effort to push the last large power “‘on’”’ the gold standard 
into suspension of gold payments since such action would 
have isolated France completely in its adherence to gold as 
a monetary standard. 
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In the Manchurian case the evidence is even more paltry. 
Most observers agree that it was mainly the handling of the 
case by M. Briand and Paul Boncour that kept the legal 
record clear‘ from the standpoint of the Covenant of the 
League of Nations when vigorous action seemed out of the 
question. It seems quite clear also that Sir John Simon has 
frequently been more sympathetic to the Japanese than the 
French Foreign Office. It is impossible to forecast, of course, 
what the effect of an American effort to isolate France in the 
debt question might be on Franco-Japanese relations. 

The rigidity of the American position in December, 1932, 
drove one of France’s most conciliatory and statesmanlike 
premiers from office. No one could afford to risk a prophesy 
as to the possible consequences of a continued tension in 
Franco-American relations. In the present unsettled diplo- 
matic relations in Europe with the covetous eyes of both 
Italian and German fascism fixed upon the possessions of 
France and the powers that achieved their independence in 
the world war, it might be well to consider whether it would 
not be ultimately far more costly to isolate France in the debt 
controversy than to deal with her in a generous and compre- 
hensive settlement. Any effort to disassociate France and 
Great Britain at the present time is a step toward further in- 
stability in European and therefore world politics. Thus far 
the French official attitude has remained remarkably sober 
in view of the rising tide of “revisionist” sentiment elsewhere. 
If a pacific settlement of these issues is to be achieved—and in 
that case much will have to be conceded by France and her as- 
sociates—it will only be possible with a democratic and con- 
ciliatory administration in Paris. Efforts to isolate France in 
the debt controversy will simply accentuate the “persecution” 
obsession which is already so characteristic of French politics, 
and they might well lead to the establishment of as blatantly 
nationalistic a régime in Paris as can already be found in 
office in Berlin and in Rome. 


VI. ENLIGHTENED SELF-INTEREST 


Most of the current discussion of the war debts is irrele- 
vant. This sweeping statement holds for much of the material 
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presented in this pamphlet. It doesn’t really matter whether 
the Allies “hired” the money or not. Nor is it vitally im- 
portant—except as a matter of historical accuracy—whether 
we intended the credits to be real loans or contributions in a 
common cause. It does not even aid to the understanding of 
our present problem to establish that most of the money was 
spent in this country and that the overwhelming majority of 
the credits were spent for war purposes. Least of all does it 
matter what we now think of the wisdom of American par- 
ticipation in the world war. The only significant questions 
at this time can be phrased as follows: How can the loans be 
repaid? Is it to our interest to compel such repayment ? 

Moral and legal arguments are open to discussion and to 
subjective appeals. The economic question formulated above 
is more likely to receive an objective answer. With present 
trade barriers in the form of tariffs, quota schemes, exchange 
controls and other direct and indirect devices, world trade is 
rapidly disappearing. The creditor is destroying the debtor’s 
ability to pay. Large fixed political debts might be payable if 
world trade were growing and they constituted a small per- 
centage of the total sum of transactions. As it is, however, 
the rigid nature of these obligations makes them an ever in- 
creasing percentage of the total balance of payments.” 

For those who have eyes to see, the newspapers are full of 
indications as to the economic consequences of the payment 
of these debts. In one and the same week we learn that Ger- 
many is likely to achieve a grain surplus this year and that it 
is imposing prohibitive customs duties on American lard. 
Ambitious experiments in the growing of cotton are being con- 
ducted in French and English colonies. Everywhere in Eu- 
rope—and the Ottawa agreements are merely one example of 
extra-European tendencies in the same direction—countries 
are striving for independence of American exports, whether of 
an agricultural or industrial type. Much of this is a reaction 
to our own high tariff which is “coming home to roost”; most 


20 It is beside the point to compare the payments with the total volume of 
world trade. The significant comparison is with the imports—visible and in- 
visible—of the creditor country. 
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of it is inevitable from the standpoint of isolated national 
debtors in a dwindling world market. When the additional ex- 
change cannot be earned in the world market—and ultimately 
in the creditor’s market—an effort will be made to acquire it 
by curtailment of foreign purchases. Agricultural subsidies 
and tariffs on lard in Germany are merely the translation into 
commercial policy of a desire to honor financial obligations on 
private debts in a world in which the normal expansion of 
debtor nation’s exports is thwarted by the creditor’s unwill- 
ingness to take more of the debtor’s goods and services.” 
Without the exchange requirements for debt payments our 
debtors would probably be inclined to bar our exports in re- 
taliation for our own efforts to restrict their market in the 
United States. With the additional requirements imposed by 
both public and private debts— additional, that iS to say, to 
the requirements for payment of their purchases of American 
goods or services—it is a certainty that our debt policy com- 
bined with our tariff policy will result in sharper limitation of 
the world market for our exports. 

Illustrations of the harmful effects of debt payment on our 
exports—including wheat, cotton, tobacco, automobiles, type- 
writers, and hundreds of other products—can be found in al- 
most every day’s news. American cotton is frequently quoted 
at a slight price differential in European markets because of 
“financing” difficulties. Canadian lines carry more Ameri- 


2" The matter was summed up quite effectively in the caption over a war 
debt article in the Canadian Saturday Night (January 28, 1933): “U.S. THE 
REAL WAR DEBT DEFAULTER—Every Brick in U. S. Tariff Wall, 
Every Dollar Spent on Subsidizing American Shipping, Every Effort to 
Push Exports, Is a Definite Rejection of Payment.” 


2 During the New Era “financing” often took place with the aid of foreign 
credits which ultimately took a long-term form. Thus American purchases of 
German bonds made cotton exports possible that had been made difficult by 
our American tariff. Bankers now seem to feel that they cannot give credits, 
except at a premium, because they see no good reason to expect that the 
traders of their countries will supply a sufficient amount of dollar exchange 
within a reasonable period for repayment. Perhaps our farmers will sometime 
understand that “Wall Street’s capital exports” are related to their cotton 
and wheat prices, particularly if these same farmers insist on voting for high 
protective tariffs on their customers’ products. 
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can tourists because the Canadian dollar is cheaper. Our ex- 
ports in South America meet with special competitive pres- 
sure because of depreciating British currency. Our exports to 
countries with depreciated or depreciating currencies dwindle 
because dollar prices are higher in terms of the importing 
country’s currency. Jn other words, debtors buy less of our 
goods and, in spite of all tariff walls, sell more of theirs. They 
will continue to do so if we continue to press them for payment 
because this is the only way in which they can finally make pay- 
ment. While depreciated currency makes the matter more evi- 
dent to the layman, the normal process has similar conse- 
quences. This is one reason why Great Britain claims thata 
debt settlement is necessary before she can even consider a 
new stabilization of her currency. A new stabilization would 
inevitably be imperilled by new debt payments, which create 
a demand for foreign exchange additional to the normal needs 
of trade. A clear understanding as to these payments is there- 
fore a condition precedent to monetary stability. 

There remains the ever recurring question: Is it not true 
that the American taypayer will have to take the place of the 
foreigner in the payment of whatever part of the debts is can- 
celled? The immediate answer to that question is “Yes.’’ Ob- 
viously we shall have to collect the interest and amortization 
of our bonds ourselves whereas we formerly counted on the 
foreign payments to discharge a part of them. But—and it is 
a crucial ““but”—if the payments are made, we shall have set 
into operation powerful and continuous deflationary forces at 
home and abroad. In a time in which we are barely achieving 
a new price equilibrium by all sorts of costly reflationary de- 
vices, it is likely that our relatively small debt collections will 
be purchased at a disastrously high price. The curtailment of 
our exports, the increase of our imports, the depreciation of 
debtors’ currencies and the resulting decrease of our debtors’ 
export prices, will all operate in the direction of lower prices 
and lower nominal incomes. With lower nominal incomes there 
will have to be higher income tax percentages to collect the 
same amount of revenue to cover budgetary needs. In other 
words, it is more than likely that payment will result in higher 
taxes to American taxpayers. On the other hand rapid revi- 
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sion of the debt settlements will remove a major deflationary 
force from the world market and while it is by no means cer- 
tain that it would lead to recovery by itself, it will certainly 
remove one of the principal influences making for continued 
depression. It will also remove one of the chief obstacles on the 
road toward renewed monetary stabilization and the reduc- 
tion of trade barriers. 

After three years of stark depression one of the most sar- 
donic comments on our current problems is the thunderous 
applause with which American audiences respond to the slo- 
gans “Make the foreigners pay” and “Buy American.” The 
policies summarized in this fashion are obviously not only mu- 
tually contradictory but also bound to lead to continued de- 
pression. Much of contemporary discussion seems to assume 
that we would be better off if we could isolate ourselves com- 
pletely from the “foreigner” and a great deal of nonsense is 
proclaimed from the housetops about the fact that we are 
after all only involved in the world’s commerce to the extent 
of about ten per cent of our total trade. The assumption is 
then promptly made that we could confidently expect to get 
on with the other ninety per cent once we had written off the 
troublesome ten. It is little understood that the former de- 
pend to a large extent upon the latter. Thus the price of a 
mass production article may have to be increased to the do- 
mestic consumer if the marginal foreign consumer no longer 
buys. It is more significant, however, to remember that the 
ten per cent figure is an average. Some branches are dependent 
on the export market for the sale of from fifty to sixty per cent 
of their output, such as for instance, cotton. The isolationist 
policy would therefore annihilate the prosperity of the cotton 
growing area and consequently destroy its share in the pur- 
chases of American goods in all other branches. In other 
words, the ninety per cent would dwindle because the ten per 
cent had disappeared. The same would more or less hold in 
all branches. A “self-contained” economy could only be pur- 
chased—if at all—at the price of markedly lower standards of 
living than those we enjoy at present. In the present situation 
“Buy American” campaigns—if effective—simply destroy 
whatever is left of our export market by reducing the foreign- 
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ers’ dollar purchasing power to the extent that the campaign 
is successful. It is part of the irony of the situation that the 
same “patriots” who indignantly denounce the wicked for- 
eigner for his “default,” vigorously advocate a policy which 
destroys the last vestiges of that debtor’s capacity to pay a 
foreign debt. Clearly, newspapers and public men who really 
desire the close observance of the “sanctity of contract” 
should launch a “Buy British” and a “Buy French” campaign 
accompanied by a vigorous effort to correct the past errors of 
our tariff policy. 

We shall have to reduce our tariffs in any case if we are not 
to risk our huge private investments abroad. Estimates vary 
as to the size of the import surplus which we shall ultimately 
have to accept if these debts are to be paid. It will clearly 
depend upon the extent to which we are willing to re-finance 
and also upon the total “invisible” imports. All students are 
agreed, however, that we shall have to accept an “unfavor- 
able” balance of trade to the tune of several hundred million 
dollars at the very lowest estimate if the foreigner is to be in a 
sufficiently “favorable” position to repay, just as we needed a 
“favorable’ balance of trade in the 1gth century when we 
were paying off our debts to Europe. It is clear that the re- 
payment of pudlic debts would impose a still heavier strain 
upon the absorptive capacity of the domestic market. To say 
that this is to sacrifice the taxpayer to the private bondholder 
is sophistry; clearly the taxpayer in the higher income tax 
brackets and the bond owner are largely overlapping classes of 
American citizens. Clearly, also, the default of private busi- 
ness credit is a more serious matter from the standpoint of 


33 Those who are impressed with the “sanctity of contract” argument, 
might be interested in the following paragraph from a despatch by J. M. 
Keynes to the New York Herald-Tribune (December 11, 1932): 

“.... Sanctity of contract, preservation of which is a matter of serious 
importance to a country with the financial organization of the United States, 
just as itis to Great Britain, cannot be preserved except by the reasonableness 
of the creditor. It is not an immutable law of nature..... It is because we 
are a responsible people that it has flourished amongst us, not because our 
laws are more forcible than those elsewhere. Debtors are only honorable in 
countries where creditors are reasonable. If creditors stand on the letter of 
the law, debtors can usually show them how little that law avails.” 
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“sanctity of contract” as a fundamental social institution of 
our Western capitalist civilization than the revision of public 
loans contracted for war purposes. 

Capitalist civilization is based upon the assumption of a 
world market and a world money. Efforts to squeeze it into 
watertight national compartments must lead to disaster—and 
there is plenty of evidence accumulating that points in this 
direction. The first steps toward recovery must be directed 
at restoration of the world flow of trade. Stable currencies 
and reduced trade barriers are the pre-requisites. Both de- 
pend upon a rapid and radical revision of the debt settlements. 

The first step toward recovery was taken at Lausanne. The 
second step will be taken at the World Economic Conference 
on monetary stabilization and the reduction of trade barriers. 
The World Economic Conference will be condemned to steril- 
ity, however, without the preliminary settlement of the prin- 
cipal unsettling influence in our debtor’s monetary and trade 
policies, viz. their large additional foreign exchange require- 
ments for debt payments. The issue is clearly up to the Amer- 
ican people now that the Allies have wiped the slate clear as 
far as Germany is concerned. The action that the present 
problem calls for is not a matter of altruism and generosity 
toward foreigners on the one hand, and good practical business 
sense on the other. It is rather a case of an enlightened and 
broad view of self-interest leading to the immediate sacrifice 
of relatively unimportant and problematic interests for the 
sake of an ultimate and greater good.*4 
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War Debts and World Prosperity (Century) 


44 The amounts of the amnua/ payments are smaller than the large totals 
would suggest. The payments received in the year preceding the Hoover 
moratorium amounted to 236 million dollars, not quite two dollars per capita. 
This might be compared with a decline of more than twice that sum in cus- 
toms receipts during the last two years. 
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PREFACE 


Ever since the time of Plato authors have chosen times of 
stress and insecurity to draw pictures of perfect states. Our 
literature on “planning” and “‘self-sufficiency”’ reflects the 
same human desire to escape the harsh realities about us. A 
veritable tidal wave of economic nationalism has come upon 
us. It ranges from the Hearst press and the Saturday Evening 
Post who wish to “meet Great Britain on it’s own terms” to 
Dean Donham and J. M. Keynes who think that national 
self-sufficiency will be a road to peace. Professor Charles S. 
Tippetts—at our suggestion—devotes a great deal of his space 
to an examination of this recent literature. 

This is the fifth of a series of Public Policy Pamphlets 
which the University of Chicago is publishing. Frequent- 
ly the scholarly journals give no attention at all to problems 
that have an acute but temporary interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable public service by mak- 
ing available to the public whatever special training and in- 
formation it may have at its disposal. The continuation of 
such a series will, of course, depend upon its reception by the 
public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 


Harry D. GIpEONSE 


September 30, 1933 
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AUTARCHY: NATIONAL SELF-SUFFICIENCY 


Have you ever wondered what it would be like to live in a 
country which had cut itself off to a large degree from contacts 
with other nations? Just what would it mean to Americans if 
the United States were to isolate itself economically from the 
rest of the world? “Autarchy” is the word used by German 
economists to describe such a situation. It is a word with 
which Americans should be familiar, for they will probably 
hear it a great deal during the next few months. During those 
same coming months we shall be forced to make a momentous 
decision, namely, whether the United States shall take the 
path which will make of it an autarchy—an isolated self-suffi- 
cient nation. And there is very great danger that we shall 
enter upon this path without careful and thoughtful consider- 
ation. Once the die is cast it will be difficult, if not impossible, 
to retrace our steps. 


TOWARD A WORLD-ECONOMY 


The broad lesson of modern history seems to be that prior 
to the World War, countries which had held to various de- 
grees of isolation were one by one abandoning that state for 
one of freer intercourse with other nations. This, it appears, 
was the course of international political and economic evolu- 
tion from the Middle Ages down until the second decade of the 
twentieth century. The general trend of historical events ap- 
peared to move in the direction of less isolation and more 
world-contact and intercourse. In 1913 even the United States 
by enacting the Underwood-Simmons Tariff Law lowered its 
import duties considerably to what many of us hoped was a 
new permanent low level. 

We cannot enter upon a discussion of tariff history here. 
The broad outlines of the period before the war have been 
traced by Professor Harry D. Gideonse, of the University of 
Chicago, in a pamphlet entitled World Depression—W orld Re- 
covery published by the American Library Association. Pro- 
fessor Gideonse also shows how and why this movement to- 
ward a world-economy reversed itself following the war. 
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AWAY FROM A WORLD-ECONOMY 


After 1920 many countries, the United States included, 
moved distinctly toward greater restrictions on trade. When 
frontiers are revised in a wholesale manner after a war it is 
natural to expect a considerable revision of tariff duties also. 
It was probably inevitable that the succession states to the old 
Austro-Hungarian Empire, created in accordance with the 
principle of self-determination, should set out to make them- 
selves more independent and self-sufficient by tariff walls. 
But before these countries were through they had well-nigh 
strangled all trade in Central Europe, and created a state of 
perpetual doldrums there. Other countries, all over the world, 
which came out of the war with new industries, or an enlarged 
capacity in old ones, determined to make these changes per- 
manent by all manner of protective devices. 

Sometimes nations develop an uncanny ability for adopting 
wrong economic policies at the very time when their own best 
interests call for action of a distinctly contrary type. It should 
no longer be necessary to point out that if the Allied Nations 
were to collect reparations from Germany, they should have 
assisted her in building up an export surplus of commodities 
and services. Neither should it be necessary to repeat that 
the United States should have followed the same procedure if 
it expected to be successful in securing the repayment of the 
loans made to the Allied Nations during the war. In both 
cases it was probably not so much the unwillingness of the 
debtor to pay as it was the unwillingness of the creditor to re- 
ceive that caused the eventual breakdowns and defaults. 
Creditor nations raised their tariff walls against their debtors, 
and made it difficult for the debtors to pay. Payments were 
successfully made for a time only because of the large loans 
made by American investors abroad during the post-war dec- 
ade. These loans created a supply of international exchange 
for making interest and debt payments, but when the loans 
began to decline difficulties in making payments increased 
rapidly. The history of reparations and war debts makes an 
economist despair of the possibility of ever gaining acceptance 
for economic truths. 


(2] 


It is frequently argued that in spite of increasing barriers to 
trade in the post-war decade, exports and imports mounted 
steadily. It is pointed out that in 1g0o trade between nations 
amounted to about 20 billion dollars, while by 1929 the total 
had grown to over 65 billions. Therefore, it is concluded, tar- 
iffs must have played an unimportant part in bringing about 
the collapse. But these figures are deceptive, if taken literally, 
for the price level in 1929 was almost twice that of 1900. It is 
true that, in 1929, the foreign trade of England surpassed 10 
billion dollars, and that of the United States was slightly 
under that figure. But the large exports of the United States 
from 1922 to 1930 were due in no small degree to the huge 
volume of foreign loans made during that period. But for that 
factor, and loans made by other countries as well, the total 
volume of international trade would have been a considerably 
smaller sum. Had there been fewer restrictions, world-trade 
in 1929 would have been much larger, and it is safe to say that 
these very restrictions prevented exports and imports from 
rising to the amount necessary for a continuance of prosperity. 

About 1927 the opinion began to be frequently expressed in 
responsible circles throughout the world that tariffs had be- 
come too high if prosperity were to be attained and made per- 
manent, and that a concerted effort must be made to reduce 
them gradually. The World Economic Conference at Geneva 
in that year was decidedly of that opinion. Even in tariff- 
strangled Central Europe it looked as though better sense 
were to prevail. But the attitude of the United States was an 
important factor in determining which way the tide would 
turn, and there is excellent authority for the statement that 
had this country not passed the Smoot-Hawley Act in 1930 
there would have been a successful effort to lower tariffs in 
many parts of the world. So when we try to blame foreigners 
for what has happened to us, let us remember that episode. It 
is quite proper to say that the United States was the moving 
spirit in preventing much needed tariff reductions. 

The deepening of the depression, itself caused partly by 
wrong tariff policies, now led to additional unsound trade re- 
strictions, which only made matters worse. In other words, 
economic isolation is suggested as a remedy for an economic 
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catastrophe which was brought on largely by isolationist poli- 
cies. Do you believe it is possible to cure a serious illness by 
giving the patient more of the very thing that made him ill? 
Is that not what many Americans are at this very moment 
trying to do? 

We must not discuss the tariff at greater length here, inas- 
much as a separate pamphlet in this series is devoted to that 
topic.! We cannot avoid some treatment of it, because if au- 
tarchy is brought about it will be by a continual increase in im- 
port duties and other restrictions. Not only exports and im- 
ports of commodities will be affected, however. If the move- 
ment now sponsored actively in many parts of the world suc- 
ceeds, the next generation will see practically no international 
movements of capital and a great decline in the performance 
of international services. Already, by late 1933, it had gone so 
far through the increase in tariffs, quotas, and various types of 
controls that the total foreign trade of the world was barely 
30 per cent of the 1929 level. A large variety of causes can 
be recognized, but restrictions on trade must bear an impor- 
tant part of the blame. No wonder that Professor James Har- 
vey Rogers, of Yale, has been led to remark, “The world is 
fast becoming a series of walled estates not unlike those of the 
Dark Ages.” No wonder that European economists call what 
is happening ‘““The End of the World-Economy.” 


THE APPEAL OF AUTARCHY 


What explains this sudden increase in the number of those 
who advocate autarchy? There have always been those who 
believed it desirable; there have always been expounders of 
the virtues of national self-sufficiency. But, until the last year 
or two, they have been greatly outnumbered by those who 
stressed the advantages of world-trade. Professor T. E. Greg- 
ory, of the London School of Economics, has presented the 
reasons for the rise of isolationist sentiment in England. “It 
is the belief,” he says, “that if we were not part of an interna- 
tional economic order many of our current economic problems 
would not have arisen. Further, that the problems which have 


* Cf. F. W. Fetter, The New Deal and Tariff Policy, Public Policy Pamph- 
let No. 7 (to be published Nov., 1933). 
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arisen in consequence of our participation in the world-order 
are the most difficult to settle. Lastly, that if we were not 
part of a world-order, the remaining problems which await so- 
lution would be much easier to settle than they actually are.” 
Professor Gregory adds, “Where isolation is preached, it is 
always with an area in mind so great—as in the case of the 
British Empire—that it includes all those varieties of soil and 
climate, natural and acquired aptitudes and resources, which 
are necessary to a high degree of material well-being.”’ Does 
this distinguished British economist give us his own opinion 
with regard to the desirability of autarchy? He does, in these 
words, “In fact, of course, isolation is impossible. .... It 
would not be difficult to show that on balance isolation even 
for the British Empire would be a grave mistake.’” 

We wish that this verdict of Professor Gregory, rendered 
over three years ago, had dealt the death blow to current pro- 
posals for greater isolation in both England and the United 
States. Unfortunately, however, it did not do so, as shown by 
the abandonment of her traditional policy of relatively free 
trade by England, and the erection of higher tariff walls 
around that country. The “Buy British” and “Buy within 
the Empire” movements have not slackened their pace. Al- 
though not entirely successful in that respect, one of the pur- 
poses behind the Imperial Economic Conference held a year ago 
at Ottawa was to encourage greater freedom of trade within 
the empire, and at the same time to raise import duties on 
non-empire goods. 

Of Americans proclaiming the advantages of autarchy there 
is no scarcity. Turn the pages of that popular weekly journal, 
the Saturday Evening Post, and a regular torrent of articles 
will be found proving that the despicable foreigner is always 
planning insidiously to slip one over on the United States. 
One week, Isaac F. Marcosson informs us that the only way to 
even things up with the British for creating that malicious 
“Buy British” slogan is to “Buy American,” for the British 


2 From an article, “Self Sufficiency as an Economic Ideal,” by T. E. Greg- 
ory in the Manchester Guardian Commercial, International Banking Half 
Yearly Review, July 21, 1930. 
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can always be counted upon to knife the United States in the 
back. In fact, so he says, there should be “‘less sentimentaliz- 
ing about the rest of the world, which has its axe out for us.” 
Another week, Samuel Crowther proclaims that we should 
“Sell America” and forget our foreign trade, since it has 
brought us nothing but trouble. He demands a high degree of 
economic isolation and if this means that we can have neither 
tea, coffee, chocolate, nor bananas, he concludes that we can do 
without them since they are not necessities. How many of his 
readers would like to do without tea, coffee, cocoa, chocolate 
candy, and bananas? How many of them would like to cut 
down their sugar consumption? Or their consumption of rub- 
ber tires? 

Many of the readers of this pamphlet will be acquainted 
with those stirring articles of Garet Garrett in which he tries 
to show that foreigners borrowed money from us, and wasted 
it, never intending to pay it back, or in which he outlines a 
malevolent, sensational, but partly imaginary world-wide eco- 
nomic drive against the United States. The articles do not 
stress the ever increasing tariffs of the United States and their 
effect upon the capacity of the foreign debtor to repay what 
he owes us. If as a result of this continuous carping against all 
things foreign, serious trouble really develops, editorial writers 
in these journals will wonder how it all happened. They have 
a great responsibility. 

Certain of the articles by Mr. Garrett and Mr. Crowther 
pleased Mr. Francis P. Garvan, president of the Chemical 
Foundation, Inc., so very much that he had them reprinted 
and distributed all over the country in pamphlet form. Re- 
cently there arrived in the author’s mail a pamphlet entitled 
“The Deserted Village, No. 1,” bearing the imprint of the 
Chemical Foundation on a patriotic red, white, and blue 
cover. It was a reprint of Samuel Crowther’s article “Sell 
America First.’”’ But why call Mr. Crowther’s essay “The De- 
serted Village’ unless the implication was that if the “‘Sell 
America First” policy were adopted America would be full of 
woebegone hamlets. A glance at the back cover brought the 
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answer, in the shape of the following couplets from Gold- 
smith’s famous poem: 


Aid slighted truth, with thy persuasive strain 
Teach erring man to spurn the rage of pain; 
Teach him that states of native strength possest, 
Tho’ very poor, may still be very blest; 

That trade’s proud empire hastes to swift decay, 
As ocean sweeps the labour’d mole away; 

While self dependent power can time defy, 

As rocks resist the billows and the sky. 


The last two lines were printed in heavy black type, but the 
three words ‘““Tho’ very poor” in the fourth line were not. 
Now, that is an important and significant reservation of the 
poet’s; self-dependency may make a nation poor. What Mr. 
Garvan should now do is to find another quotation from Gold- 
smith to show how “‘very poor” a country can be and still be 
“very blest.” This could be printed on the back of his next 
broadside, “The Deserted Village, No. 2.” 

Early in 1931, Dean Wallace B. Donham, of the Harvard 
Graduate School of Business Administration, published a 
book, Business Adrift,in which he stated the case for what 
might be called moderate economic isolation. A great many 
critics of Dean Donham seem to have concluded that he is al- 
most a complete isolationist, but I believe he does not go that 
far. In March, 1933, he delivered an address at the Wharton 
Alumni Institute on “National Ideals and Internationalist 
Idols” which appeared in the April, 1933, number of the Har- 
vard Business Review. Incidentally, reprints of this address 
have also been distributed by the Chemical Foundation. 
Lawrence Dennis, in an intriguing volume, Js Capitalism 
Doomed? advances arguments similar to those of Dean Don- 
ham’s. The opinions of these two supporters of autarchy will 
be considered in more detail, shortly. Finally, the always in- 
teresting, always clever, but frequently superficial Stuart 
Chase confesses in the September number of Scribner’s that 
he is on the point of succumbing to the supposed attractive- 
ness of autarchy. And now to add to the discouraging pros- 
pect comes the voice of John Maynard Keynes announcing his 
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conversion to the idea of national self-sufficiency in a recent 
article in the Yale Review. 

In view of the growing number of supporters of autarchy it 
is not possible, neither is it desirable, to dismiss their argu- 
ments with a wave of the hand. Some of their statements are 
truly disturbing to one who has been a profound believer in 
the necessity for international co-operation. Lawrence Den- 
nis, for example, states that the idea that there can be inter- 
national co-operation is nothing but a mischievous fallacy. 
“The nations of the world,” he writes, “have as yet no com- 
mon basis of co-operation, the people of the United States 
want none; and if they did, they could not find it in competi- 
tive trade relations. You cannot co-operate about competi- 
tion.” How about the recent international agreements on 
sugar and wheat, Mr. Dennis? 


HOW MUCH ISOLATION DO THEY WISH? 


When we begin to examine in detail the arguments of the 
isolationists we discover a most important fact. Every time 
we read an article by one of these authors, we are prepared by 
the trenchant comments on the dangers and disadvantages of 
foreign trade for the conclusion that we should have complete 
isolation and no foreign trade at all. The important fact is 
that not a single one of them wishes to go that far. They all agree 
that there is a necessary or essential minimum of exports and 
imports. But, and this is also important, not a single one of 
them is ready to announce that he knows just how much for- 
eign trade we must have. How can they expect us to condemn 
foreign trade until they can tell us how much of it to condemn? 

“No one wants to stop essential foreign trade,” says Dean 
Donham. He admits that to a limited extent international 
trade is a necessary corollary of industrialism. He continues, 
“From our own standpoint, as the most self-contained of na- 
tions, the minimum of imports required to obtain essential 
raw materials is a necessary corollary of industrialism, but 
this can readily be secured in exchange for those home prod- 


3 Is Capitalism Doomed? (Harpers, 1932), pp. 179-80. 
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ucts which must be exported.”4 But, how much raw material 

“essential,” and how much of our home products “‘must”’ be 
exported? This amount may have to be determined by trial 
and error, thinks Dean Donham. But, how? 

Let us see if we can get any assistance from Dean Don- 
ham’s book, Business Adrift, in which many people who have 
not read it think he advocates complete isolation. After stat- 
ing “If we base our national economy on foreign trade, we 
base it on the least stable element in the whole international 
situation” his main conclusion is that we should stop promot- 
ing our export trade. Even if we do this, he admits, 


There is a large place left for foreign trade, for as a minimum we 

shall export: 

a. Special commodities where our advantages offer exceptional 
profits, i.e., more than domestic profits after considering risks, 
both present and future. 

b. Our surplus raw materials like cotton... .. 

c. Machinery, equipment and similar articles needed to build up 
undeveloped countries at good prices. 


He suggests that it may be necessary to curtail the produc- 
tion of such commodities as cotton under national regulation. 
But it is the last item which causes him the greatest worry, 
since he feels that the continued exportation of machinery and 
equipment will bring the United States into direct and bitter 
competition with other nations, leading possibly to war. So if 
this country begins to lose its foreign markets he would gladly 
let those markets go, if dangerous international economic 
strife is thereby avoided. 

What does Dean Donham conclude with regard to imports? 
He wrote: 


We must import and should stimulate the importation of raw ma- 
terials on an increasing scale. We should import increasingly special 
commodities where other countries have a substantial advantage, 
provided by so doing important social groups here are not made to 
Buber... +. Many articles of luxury and handwork are in this class. 
Such imports will be necessary to balance interest payments made 


4 “National Ideals and Internationalist Idols,” Harvard Business Review 
(April, 1933), P- 394 
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to us when the balance of trade changes. We should welcome and de- 
velop this amount of foreign trade and at the same time approach it 
as a norm. 


If we accept this principle in the development of our foreign 
trade, he is of the opinion that higher tariffs may not be re- 
quired. If, however, we continue to expand our export trade 
energetically it will be necessary, he concludes, to erect higher 
and higher tariff walls.’ Otherwise, the flood of imports which 
will necessarily follow will ruin a number of American indus- 
tries. In his own words, then, what Dean Donham wishes is 
not complete isolation, but a “‘reasonable”’ or “‘relative”’ self- 
containment. We can secure this, he believes, by ceasing to 
concentrate so much of our attention on foreign trade, center- 
ing our attention on the improvement of our domestic trade 
which is so much more important, and setting our own house 
in order in other respects. It is difficult to be certain that we 
have represented his position accurately. When we examine 
his arguments carefully we do not find him to be nearly so 
much of an isolationist as on the surface he appears to be. 
Certainly, he seems to be the fairest and most reasonable of 
the “‘isolationist’’ school, and it should be emphasized that he 
believes that more careful and centralized planning of Ameri- 
can economic life should accompany the development of his 
more isolated state. 

It is difficult to criticize Dean Donham’s conclusions, be- 
cause it may be that even under his reasonably self-sufficient 
state there would be a tremendous amount of foreign trade. 
With regard to his contention, which he seems to regard as 
quite striking, that our first duty is to our own country, we can 
see little that is new. Most of us would agree to that. In fact, 
a broad interpretation of his statements might really permit us 
to have about as much foreign trade as we had in 1929, except 
for the portion due to American loans abroad. Where we must 
disagree with him completely, however, is in his statement 
that large American exports will cause such large imports that 
many American industries will be ruined. For under any theo- 
ry of international trade with which the author is familiar such 


5 Business Adrift, pp. 93-95- 
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injury could not be very great, and would be more than over- 
‘balanced by the increasing prosperity of the exporting indus- 
tries. 

Let us turn to Mr. Samuel Crowther. The quality of his 
argument does not merit great attention but since his article 
has probably been read by far more people than any of the 
other publications, we shall go into some detail. He tells us 
that so many countries can now produce both raw materials 
and manufactured goods that the basic need for a large foreign 
trade is gone. “We have,” he says, “traveled to a position 
where we absolutely need to import very little in the way of 
goods.” Furthermore, “It is being realized in most countries 
that the importation of goods which could be made at home is 
an economic waste.” But he adds, “There would, however, be 
no point in trying to bring about a complete self-contain- 
ment, for this would involve some wholly unnecessary incon- 
veniences and the loss of a substantial portion of our foreign 
investments.” Exactly! And every move in the direction of iso- 
lation brings us face to face with just such difficulties. 

What about the world-trade of the future? He has an an- 
swer for that in these words, “The world trade in manufac- 
tured goods in the future will be in those articles which it does 
not pay the importing country to make for itself.” Again, we 
must say “Exactly!” Most economists would instantly agree 
that the sound reasons for importing have always been either 
to secure articles you did not make, or that could not be made 
as cheaply at home as abroad, in other words, commodities 
that it did not “pay” you to make. But, in the statement 
quoted above does he not imply that anything that could be 
made at home should not be imported, regardless of the cost? 
We may well wonder which he means. 

A little further on he tries to clear matters up, by telling us 
we should import “only such raw materials as we do not or 
cannot produce, or for the time being cannot produce in suffi- 
cient quantities . . . . raw silk, coffee, tea, tropical fruits we 
do not grow, art objects, jewels, tin and a number of the lesser 
metals. For the time being sugar and rubber would be on the 
list.”’ But in another place we find this, “Our purchases would 
be incidental to collecting our debts.” 
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What about exports under Mr. Crowther’s system? Their 
size would depend upon the state of the international ac- 
counts, the differences between the various items in the bal- 
ance of international payments. He labors long and indus- 
triously on this problem, but admits that the result cannot be 
definitely determined until we know exactly how much each 
item in the balance sheet really is. Apparently his thought is 
that after you know exactly what each item is on both sides, 
then you will export just enough to make both sides balance. 
But the difficulty here is that the so-called “invisible” items 
like loans, interest payments, tourist expenses, immigrant re- 
mittances, and payments for services may be varying con- 
siderably from time to time. These payments are all being 
made and goods exported and imported simultaneously, and 
it is impossible to determine how much a country can export 
in one year by what is happening during that year to the other 
items. These items are not all independently determined; 
there is considerable cause-and-effect relationship between 
them. 

Continuing, he says that, since our exports during 1927-29 
were only about 6 per cent of our national income we could 
lose most of them and not suffer. But, a little earlier he was all 
in favor of a large export trade on the right basis, under sound 
conditions and practices. Meaning what? It is merely a myth 
that our industries have great excess capacity which must be 
taken up by sales abroad. Please read his next statement care- 
fully: ““The mere fact that a company puts up a factory and 
installs some machinery in it does not mean that an asset is 
created on which a return should be had.”” Does Mr. Crow- 
ther realize that this is a perfect argument for lowering the 
tariff to stop the subsidizing of inefficient or parasitic indus- 
tries? Yet, he opened his article by telling us how many fac- 
tories would be shut up if imports came in. Apparently, he is 
perfectly willing to have an industry ruined if it depends upon 
exports for prosperity, but the industry must be protected 
against being ruined by the importation of foreign goods. 
Now, is this consistent? But Mr. Crowther would reply that 
in the case of the export industry the readjustment has al- 
ready been made, that there is no need to worry about it: the 


[12] 


industry is already ruined. But the whole tone of his article 
suggests that if an industry were being ruined by foreign goods 
he would not permit the readjustment to be made; he would 
fight to preserve it with a tariff higher than three Chinese 
Walls. How does he know our exports are at a permanent low 
level? He does not know, and neither does anyone else know. 
In fact reports in late August show that for the first time in 
nearly four years our exports are showing an increase. This 
may, of course, be due only to rising prices, but again it may 
not be. As Professor Gideonse pointed out in his pamphlet 
World Depression—World Recovery, since the world went 
down together it will probably recover together. In fact, it 
appears that that is exactly what is happening now. 

It is apparent that it is almost impossible to have a direct 
argument with a writer whose views seem to be so hard to de- 
termine accurately. He may be absolutely right when he says 
that the progress of American discovery will soon relieve us 
from dependence on foreign indigo, camphor, nitrates, rubber 
(through synthetic rubber), dyestuffs, drugs, potash, man- 
ganese, and newsprint. As yet we have no substitute for tin, 
but about everything else we might import would after all, he 
says, be non-essential. But, if we can produce all those com- 
modities in this country more cheaply than we can buy them 
abroad, every economist would agree that they should be pro- 
duced here, unless it was to our advantage to concentrate in 
more profitable fields. In the latter case, according to the. 
well-known doctrine of comparative advantages, it would pay 
us to buy them abroad even if we could produce them more 
cheaply here. Our net gain in the end would be much higher. 
That may be hard to see, but it has long been one of the basic 
principles of international trade. 

There is one more statement I must call into question. At 
the end of his article, Mr. Crowther says that under his plan 
the United States can make itself prosperous, that the world 
cannot be hurt by having the United States prosperous, ‘‘for 
does not wealth tend to spill over?” But in another place he 
rejoiced in the fact that from 1927 to 1929 our exports con- 
stituted only 6 per cent of our national income. Therefore, to 
lose our foreign trade would not be as important for us as it 
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would be for the countries whose exports equalled the follow- 
ing percentages of their estimated national incomes: Cuba, 65; 
Belgium, 55; Chile and Mexico, 35; Argentina, 34; Brazil, 25; 
France, 22; Great Britain, Germany, and Japan, 20; and Italy, 
15. Now, obviously, if an isolationist policy on our part is go- 
ing to injure the export trade of other countries—countries to 
whom foreign trade is so very important—how can such action 
on our part make them prosperous? In other words, Mr. Crow- 
ther, how can wealth “spill over” under your system? Such 
argument reminds the author of the favorite tariff argument of 
an editorial writer on one of the Buffalo papers. This writer 
favors a high tariff because it will increase the buying power 
of Americans and eventually they can buy more foreign goods 
than ever before. In other words the higher the tariff wall the 
more foreign goods will eventually be consumed. Since this 
editorial writer is always telling how foreign goods throw 
Americans out of work we might well wonder why he did not 
favor a low tariff. For, according to his own logic, a low tariff 
destroys buying power and you cannot buy as many foreign 
goods as formerly. 

Mr. Lawrence Dennis is about as ardent an isolationist as 
we have. Nothing pleases him more than to drive a coach and 
four through every economic principle which has been laid 
down during the past one hundred years by the greatest Brit- 
ish and American economists. And yet his Js Capitalism 
Doomed? is one of the most fascinating books we have read in 
many a day. If economic principles do not bother you, you 
can have a joyous time with it. He writes, 


We do not need foreign trade to furnish us with cheaper goods. 
We only need foreign trade to supply us with goods we cannot pro- 
duce at a reasonable cost ourselves... .. A nation is far happier to 
have a little and to be sure of it, with everybody evenly served and 
without fear of tomorrow, than to possess a great abundance of 
goods, like England, with millions of unemployed, a submerged poor 
and the haunting fear of changes in world conditions which will in- 
flict the disaster of business failure and unemployment on millions. 


Might we ask Mr. Dennis how he knows all this? He makes 
no effort to define what ‘‘a reasonable cost”’ is, and how does 
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he know under what conditions a nation will be Aappier? Or is 
he simply having a grand time with a lot of words? 

“Security,” he says, “is the only watertight protectionist 
argument.’® Now, it may be true that the more isolated a 
country becomes, the more stable and secure it may be. On 
the other hand, it may zof be true, for international influences 
can be helpful as well as harmful. For instance, a number of 
times crop failures in other parts of the world have meant a 
gold mine for the American farmer. Furthermore, in prac- 
tically every depression before the World War, it was in 
Europe that recovery first got under way, and it was Euro- 
pean influences that dragged us out of the slough. So that, if 
we have sometimes been dragged down by foreign events, we 
have just as frequently been rescued by this same obnoxious 
foreign influence. Finally, we must remember that a large 
proportion of the productive capacity of this country before 
1914 was financed by foreign capital. In fact, without foreign 
loans it is doubtful whether the expansion of the United 
States would have taken place at so rapid a rate. [solationists 
hasten to mention all the harmful effects of international in- 
tercourse, but they ignore the benefits this country has derived 
from this relationship throughout its economic history. 

Now, Mr. Dennis does not tell us how “‘little” the supply of 
goods may be of which we may be certain, under isolation. 
Do you think we would really all be Aappier if we all had about 
the same small amount of this world’s goods with little hope of 
improving that share? Now we are not certain that this is 
what would happen under isolation, but we do not think Mr. 
Dennis knows more about it. And as far as being secure from 
business depressions, one thing is certain. We can have just as 
severe and just as long depressions under isolation as we have 
ever had in an international economy. In this respect isolation 
may not improve matters one bit. 

Dean Donham said in his address to the Wharton School 
alumni that his advocacy of more isolation and his emphasis 
upon our duty to ourselves had resulted in his becoming “‘al- 
most outcast intellectually and morally,’ because “hundreds 
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of economists in vast encyclicals state the true gospel.” How 
it must have gladdened his heart to learn that Stuart Chase 
and John Maynard Keynes had enlisted under his banner. 
But, if you wish to undertake a difficult task sit down with the 
articles by Chase and Keynes and try to decide just how much 
autarchy they think is desirable. It is an impossible task. 
Both of these restless, daring, bold and venturesome souls 
have discovered a new toy, and have proceeded to play with it 
with great gusto. The old order is dead, forever; let the new 
one be born, without too many questions as to its parentage or 
what the future will hold for it. One moment Mr. Chase seems 
to think the world is headed for “full-fledged autarchy,” the 
next he says complete isolation would be preposterous. What 
he seems to favor is “a high degree of concentration on the 
home market, and the maximum of self-sufficiency consistent 
with common sense.”’ What that means is anyone’s guess. 
Of one thing he is certain; to adopt autarchy without econom- 
ic planning would be the height of foolishness. But President 
Roosevelt is in favor of economic “planning,” so it is all al- 
right. 

Then he confesses, “Do I favor autarchy as an ideal? I do 
not. I favor a World State. But I must accept autarchy as 
the next stage in economic history, and console myself by 
looking beyond it to a sounder nationalism, whose corner- 
stone is human need, not trader’s profit.”” In other words, the 
road to sound internationalism is achieved through isolation. 
It looks to me like another long, long trail a-winding before he 
reaches the land of his dreams. At least, Chase is always 
stimulating. 

When John Maynard Keynes gets an idea, you can’t stop 
him from expressing it any more than you can stop a tornado 
by blowing bubbles at it. Like Stuart Chase he is pretty thor- 
oughly disgusted with the present order. “The decadent in- 
ternational but individualistic capitalism in the hands of 
which we found ourselves after the War, is not a success. It is 
not intelligent, it is not beautiful, it is not just, it is not virtu- 
ous—and it doesn’t deliver the goods.” This is Mr. Keynes’s 
verdict, and consequently he is willing to try something else. 
In the nineteenth century, internationalism was, he thinks, 
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probably best because of the great difficulties of industrializ- 
ing different countries. But now “most modern processes of 
mass production can be performed in most countries with 
equal efficiency.”” The increase in the real cost of manufac- 
tured goods which will result from national self-sufficiency 
may be offset by other advantages, but he is rather vague 
about just what these advantages are, except that war will 
probably be less likely. 

We have decided, says Mr. Keynes, that we shall no longer 
be at the mercy of world-forces; we must be free to create our 
own ideal social republics without outside interference; we 
shall be masters in our own houses. This, he asserts, must be 
our decision inasmuch as during the next generation there can 
be no uniformity among economic systems throughout the 
world. We must experiment, and national self-sufficiency will 
make the task easier, if it can be accomplished “without exces- 
sive economic cost.’ Now, there are few economists for whom 
the author has greater admiration and respect than he has for 
Mr. Keynes, but why in the world does he suddenly stand 
forth as a vigorous champion of autarchy before he has de- 
cided whether or not its cost wi// be excessive? He would 
probably answer that we shall experiment and find out. But 
there are two difficulties here. He does not tell us how or 
where to begin and how much self-sufficiency is enough. The 
second difficulty is that once we had created our self-sufficient 
state, it might be hard to retrace our steps if we did not like 
it. Mr. Keynes would say that we probably could, but serious 
doubts are permissible. 

The isolated state would be created by checks upon the 
movements of commodities, capital, and services. High tar- 
iffs would keep out imports, and American industries would 
dig in behind the barriers; new businesses would be launched, 
and large amounts of capital invested in protected industries. 
A student of the tariff history of this country will be con- 
vinced that once protection is accorded to an industry it is al- 
most impossible to take that protection away. Even if it 
should be done temporarily, the spokesmen for that industry 
will paint such a doleful picture of the ensuing losses and un- 
employment that the duties will soon be in force again. There 
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may be some exceptions, but this would be the general rule. 
So it is to be feared that if Mr. Keynes’s experiment results in 
the construction of Stuart Chase’s mile high, hundred foot 
thick, chromium steel wall around either England or the 
United States, it will take more than a sudden change in Mr. 
Keynes’s opinion to blow it down again. 

It is very likely that we shall have burned our bridges be- 
hind our backs if once we take the road to national self-suffi- 
ciency. Mr. Keynes disagrees, and there we shall have to 
leave it. But, after all, admitting that the present economic 
system is very bad, why is Mr. Keynes so anxious to change 
it, for he definitely says that the standard of life in England is 
higher today than ever before? He frankly admits that self- 
sufficiency may lower it. Then, why run the risk? It may be 
that he wishes to take the chance because things might be bet- 
ter, but we suspect that the main thought in his mind is that 
since the present system breeds wars he would try another in 
the hope that wars can be abolished. 

Mr. Keynes admits three great dangers in the progress to- 
ward self-sufficiency. They are: (1) the silliness of the doc- 
trinaire (“Words ought to be a little wild, for they are the 
assaults of thought upon the unthinking,” but when power is 
attained there should be no more poetic license); (2) not only 
is he afraid that doctrinaires may not act wisely, but there 
may be too much haste; progress must be made very slowly or 
the result will be catastrophic; (3) the third danger is the 
greatest, that there will be intolerance and the stifling of criti- 
cism. Mr. Keynes is right in concluding that the last is the 
greatest danger. All we have to do is to look around the 
world at the various “experiments” taking place to see that in 
Russia, Italy, and Germany no opposition is tolerated. Mr. 
Keynes realizes this and it worries him, for, he says, while we 
have no idea of what we want, we shall discover it as we go 
along. Therefore we shall need and must have bold, remorse- 
less criticism. If Stalin, Mussolini, and Hitler are the only 
types of leaders that the experiment of self-sufficiency can 
produce, then says Keynes he will return to the business of 
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preaching the old nineteenth-century ideals again. It may be 
doubted whether he would ever have the chance.’ 


WILL AUTARCHY PREVENT WAR? 


If we were to select that aspect of isolation that makes the 
greatest appeal to its sponsors it would probably be that war 
would be much less likely. In Business Adrift Dean Donham 
concluded that we must stop pushing our export trade in lines 
such as machinery and equipment because this brought us 
into direct and bitter competition with other nations and 
would lead eventually to war. In National Ideals and Interna- 
tionalist Idols he said, 


A host of intelligent and idealistic men and women, in spite of the 
disillusionment of the last fifteen years, still believe the only way to 
prevent another war is the road of international cooperation leading 
to the gradual creation of a superstate..... I think this the one 
sure road to another World War. [Again] To me, the road to free- 
dom from world wars and to prosperity lies in working out most 
problems at home. In this way we may reduce the necessity of in- 
ternational cooperation to a minimum within the capacity of human 
nature and remove most sources of friction. 


To John Maynard Keynes this argument also makes a 
powerful appeal. In the article which we have already men- 
tioned he confesses to a complete change in his mental habits 
from the time when freedom of trade seemed to him the ideal. 
“It does not now seem obvious,” he says, “‘that a great con- 
centration of national effort on capture of foreign trade, influ- 
ence of foreign capitalists, and close dependence of our eco- 
nomic life on fluctuating economic policies of foreign countries 
are safeguards and assurances of international peace.” He 
now claims to see that the fight for world-markets, the protec- 
tion of already established interests abroad, international 
specialization, and diffusion of capital all lead to economic 
imperialism and war. Economic internationalism cannot, he 
concludes, avoid war. Especially is this true since the divorce 
between ownership and management of internationally owned 


7 Mr. Keynes’s article on ‘“National Self Sufficiency” will be found in the 


summer issue (1933) of the Yale Review. Mr. Chase’s will be found in Serid- 
ner’s for September, 1933. 
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property has become so acute a cause of strains and en- 
mities. 

“T sympathize, therefore,” he concludes, ““with those who 
would minimize, rather than with those who would maximize 
entanglements among nations. Ideas, knowledge, science, hos- 
pitality, travel—these are the things which should... . be 
international. But let goods be homespun.” Therefore, the 
world is wise to experiment as it is doing now. While we don’t 
know which type of experiment will work the best, we are 
through, says Keynes, with the old war-breeding laissez faire 
international capitalism. He admits that there are still those 
who cling to the old ideas, but in no country of the world 
today can they be reckoned with as a serious force. 

If the arguments of Donham and Keynes are correct with 
regard to the lessened danger of war under an isolated system, 
they have set forth a case for autarchy that is very hard to 
answer. But, not a single one of the advocates of “‘self-suffi- 
ciency” proposes complete and absolute isolation, and that 
destroys much of the force of their contentions. They all wish 
to see preserved a “reasonable” or “essential” amount of for- 
eign commerce, and they are unable to define just how much 
this will be. They are unable, therefore, to tell us how much 
our foreign contacts of all kinds will be lessened. And until 
they can do this definitely it is extremely difficult to debate 
with them the possibilities of war. 

Let us assume, for the sake of argument, that they all favor 
a completely isolated system. Would even this obviate the 
dangers of war? We may well doubt it, and for several rea- 
sons. In the first place we should probably have developing 
all over the world intensely nationalistic attitudes. In fact, 
we can be certain that this would happen, as we watch what 
has occurred in this respect during the past few years. Those 
nations which have already cornered ““enough” of the world’s 
resources to insure independence will become the object of 
jealousy and hatred of those who are not as fortunate. Those 
countries which have almost “enough” will try to grab more 
territory so that they will have what they need. Those which 
have little will ally themselves with others who have little, so 
that somehow they might improve their position. 
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It is possible to imagine a world-system under which pow- 
ers which are not so well off will be constantly planning and 
scheming with others for the purpose of defying the isolated 
powers, or gaining sufficient strength to wrest their colonies or 
sources of supplies from them. There are not more than four 
or five countries in the world today which could make even a 
fair success of isolation. The others will fight for their exist- 
ence as they see necessary materials denied them by the iso- 
lated powers. Then suppose one of these countries decides to 
conquer everything in sight so that it can become self-suffi- 
cient also? Is there any example of such a nation in recent 
world-history? Certainly the example of Germany, which 
came late to the business of land-grabbing before the war, and 
insisted upon her “place in the sun,” and that of Japan today, 
should be suggestive of what the future might hold if the dif- 
ferentials between nations were made more rigid. 

Then, suppose that one of these isolated nations discovered 
that its source of supply of a very essential raw material was 
running low. Would it not look across the seas to the supply 
in the hands of another isolated country and plan to wrest 
some of it away? For example, it is estimated that the oil sup- 
ply of the United States will be exhausted within a definite 
time. The future oil supply seems to be under the control of 
the British Empire. What would happen if we could find no 
substitute for oil and believed it essential for our national ex- 
istence? Would one powerful nation permit another to retain 
a monopoly of a necessary commodity if it could take it away? 

Recently Will Rogers in one of his daily comments on the 
news said that the United States had always been fleeced by 
scheming foreigners in various international conferences, and 
that the only thing to do was to stay home, let the foreigners 
alone, and build the biggest navy in the world. Now, that is 
just what is likely to happen if we accept the leadership of 
those who assail world-co-operation. Will not Dean Donham 
and Mr. Keynes answer this question? Why is it that just as 
the nations are considering national isolation as a policy to 
prevent wars, the United States and other leading powers are 
entering a mad race for naval supremacy? Is this the road to 
international peace? It may be a farewell to economic inter- 
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nationalism, but it will substitute economic imperialism. Is 
that likely to make peace more probable? Is it not curious 
that the National Council for the Prevention of War is fight- 
ing against an isolationist policy with all the power at its 
command? 


AUTARCHY AND A PLANNED ECONOMY 


Stuart Chase is probably right when he says, “Economic 
nationalism is indeed unthinkable unless it be controlled. It 
must be planned and planned by the federal government. 
. ... To introduce it in a society of laissez-faire is economic 
suicide. It can only be undertaken when governments take 
power and speculative profit away from business men and 
bankers.” In other words he wishes to sound the death knell of 
the individualistic, private profit-making system. Mr. Keynes 
seems to cherish a similar hope, although he does not express it 
quite as definitely as Mr. Chase. But we have already noticed 
that Keynes is greatly worried over the matter of leadership 
under such a system. Do we have or can we produce the right 
type of individuals to do the controlling? No one knows. 
Keynes and Chase are ready to take the plunge and run the 
risk. Are their readers? 

The great vogue for economic planning arose from the se- 
verity of the present depression, and planning is supposed to 
prevent future depressions. Such planning would of course 
have to be highly autocratic, it would mean the end of indi- 
vidual initiative and freedom in business. There is little doubt 
but that planning to be successful under the present system 
would have to be international, and that is difficult to secure. 
Stabilization of the business cycle cou/d be more easily 
achieved under isolation. A managed currency could be more 
successfully managed, and bank credit more easily controlled. 
Whether it wou/d bring in these blessings depends upon the 
quality of the leadership. But isolation by itself will not pre- 
vent depressions unless we assume that it will automatically 
improve the quality of our leadership. Merely withdrawing 
from contacts with others may save us from certain causes of 
economic crises, but all those which operate domestically, and 
there are many such, would still be present. 
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It is not necessary, however, to resort to isolation in order 
to prevent the worst features of depressions. Even under the 
present international order there are certain measures of con- 
trol that can be exercised. These measures would be exercised 
through certain amendments to our banking and currency 
laws. The Federal Reserve System could be used as the cen- 
tral agency to prevent undue expansion of bank credit in times 
of great prosperity. That is necessary if the depression is to 
be prevented, and we have not exhausted the possibilities in 
this direction. Before we go over to isolation as the only reme- 
dy for depressions and submit ourselves to a dictatorial con- 
trol we would be wise to experiment along the lines we have 
just suggested. And let us remember that mere isolation with- 
out such control is no cure for economic crises. 


THE FINAL CASE AGAINST AUTARCHY 


It will be remembered that practically all of the advocates 
of isolation whose views we have surveyed have asserted that 
the United States would not suffer greatly if most of its ex- 
ports and imports were permanently to disappear. We are 
told that exports were only 6 per cent of our total income in 
1929, that our entire foreign trade is only 8 or g per cent of our 
total trade, and that therefore we should concentrate upon the 
domestic market. This argument is misleading, for when we 
center our attention upon particular industries we find a large 
number whose very life depends upon international trade. 
For example, the industries listed below import necessary ma- 
terials from the number of countries listed: 
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Now the isolationist will retort that many of these things 
are not absolutely essential for existence. That is perfectly 
true, but if he is going to advocate that women cease to go to 
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beauty parlors he is going to break his heart in a very unpopu- 
lar cause. Of course, we can change our way of living to suit 
him, but do we want to do so? Is Lawrence Dennis right 
when he says we would be Aappier if we did not have some of 
these things, chocolate candy, for example? 

There are industries whose prosperity depends upon the 
exportation of a large proportion of their annual products. 
Those industries listed below exported the designated per- 
centage of their physical production in 1929: 
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It should be quite apparent that any policy moving in the 
direction of more isolation would play havoc with these indus- 
tries. The actual investment in these industries is very large. 
To cut off foreign markets for these products would mean un- 
employment, great losses to enterprisers and investors, and a 
complete dislocation of industry. A further fact which is ig- 
nored by isolationists is that the products just named consti- 
tute a very important part of all American exports. For ex- 
ample, in 1929 the exports of cotton, tobacco, wheat, lard, 
copper, petroleum products, automobiles, and machinery 
made up approximately 60 per cent of all exports. Is foreign 
trade important for these industries? Look at each of them in 
turn. To kill off a large part of the exports of cotton, tobacco, 
and petroleum products would bankrupt the entire South for 
a long period. The southern states should fight an isolationist 
policy to the last ditch. The same argument applies to the 
copper-producing states. 

Take the case of automobiles. For the three or four years 
preceding 1931 this industry was consuming the following per- 
centage of the production of certain commodities: plate glass, 
65; malleable iron, 50; lead, 26; hardwood lumber, 18; steel, 
1§; cotton, 14. While only 14 per cent of passenger automo- 
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biles were exported, to decrease each of the items by that per- 
centage might mean the difference between prosperity and de- 
pression for that industry. And the leaders of the automobile 
industry are well aware of their reliance upon foreign trade. 

From one end of this country to another are regions and 
cities the products of which are partly or largely dependent 
upon foreign markets. Such industries in the Pacific North- 
west are flour milling, apple-growing, lumbering, and salmon- 
packing. Nearly 40 per cent of the Florida phosphate goes 
abroad; such a loss would be sorely felt. The resin and turpen- 
tine industries would suffer similarly. The meat-packing in- 
dustry would stagger under the loss of its foreign sales for 
lard, bacon, and pork. And what about the shipping com- 
panies, their employees and investments? Over 4,000 ships 
with a tonnage of over 6,000,000, plying the seas under the 
American flag, would be largely useless. What about the great 
cities which have risen to prominence and wealth because they 
are centers of exporting and importing, the capital invested in 
this work, and those who are employed in it? Yes, what 
would be the effect upon the prosperity of New York, Phila- 
delphia, Boston, Baltimore, Savannah, Newport News, 
Charleston, Jacksonville, Tampa, New Orleans, Pensacola, 
Galveston, Mobile, San Pedro, San Francisco, Portland, and 
Seattle? What about the great port cities on the Great Lakes, 
Duluth, Superior, Chicago, Detroit, and Buffalo which engage 
heavily in Canadian trade? What about the railroad com- 
panies which haul commodities to and away from the sea- 
board? 

It is curious to note the manner in which these problems 
affect our politics. In the city of Buffalo, in which the author 
lives, more fuss was made because a lamp bulb factory was 
forced to close by the competition of bulbs from Japan, than 
by the destructive effects of the Smoot-Hawley Tariff Act 
upon trade along the Niagara frontier. Very little was said re- 
garding the harmful effect of high American tariffs upon the 
exports of Buffalo flour, cement, steel, or other products. And 
yet the quickest way to kill off exports is to refuse to take im- 
ports. 

Should we decrease the amount of silk, rubber, coffee, and 
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sugar that we import? We receive 85 per cent of our raw silk 
from Japan. There are in the United States about 1,600 silk 
mills, employing about 140,000 workers. Over 160,000 addi- 
tional workers are employed in allied silk industries. The mills 
are mostly in Pennsylvania, New Jersey, New York, Connecti- 
cut, Massachusetts, and Rhode Island. The products of these 
mills in 1930 had a total value of approximately $700,000,000. 
The effect of growing isolation upon this industry would be 
quite apparent. If we ceased to buy silk from Japan she would 
cease to buy American cotton (she took 40 per cent of our 
cotton exports in 1931), petroleum, iron, steel, lumber, auto- 
mobiles, machinery, electrical equipment and wheat. Follow 
these ramifications through and we discover that the cessation 
of silk imports would be a very sharp two-edged sword. And 
you could make the same kind of an analysis for a great many 
American industries. 

It is useless to carry the argument to the point of endeavor- 
ing to discover what the effects of complete isolation would be. 
Even our most ardent isolationists do not yet go that far. 
But, it is important to realize that any move toward a greater 
degree of isolation will do damage to the extent that “prog- 
ress” is made. Those who contend that each country can now 
manufacture everything that it can possibly need should con- 
sult a table of American exports and imports, and it will be 
found that that statement is simply not true for the United 
States. And it is probably not true for other countries. It is 
another of the generalizations of the isolationists that breaks 
down upon close inspection. For example, for several years 
prior to the depression, of all our imports raw materials con- 
stituted 38 per cent, foodstuffs 22 per cent, finished manufac- 
tures 21 per cent, and semi-manufactures 18 per cent. Of our 
exports, 40 per cent were finished manufactures, 25 per cent 
were raw materials, foodstuffs were 17 per cent, and semi- 
manufactures were 14 per cent. As Sir Arthur Salter, one of 
the leading opponents of isolation, has pointed out, this 
country has developed many large-scale enterprises. The large 
enterprises need wide markets, and every attempt to restrict 
world-markets means a long depression for many great Amer- 
ican enterprises. 
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Have you thought what would happen to nearly 18 billions 
of dollars of American money invested abroad under an iso- 
lated system? If you do not wish to lose most of this sum then 
you cannot support even the first move toward isolation. This 
sum, by the way, does not include the war debts, money lent 
by our government during the war. When Mr. Dennis says 
that we cannot collect interest and principle on this sum with- 
out ruining ourselves he is stating something that he cannot 
prove. If we act sensibly, and adopt a reasonable tariff policy, 
we can collect most of it with benefit instead of harm to our- 
selves. In consistency with their own position isolationists 
should advocate the cancellation not only of the war debts, 
but of the larger portion of the 18 billions that we have pri- 
vately invested in foreign countries. 

During the past decade approximately So per cent of our 
exports have gone to Europe. Moulton and Pasvolsky are 
therefore justified when they conclude, “It is doubtful indeed 
whether our economic system could survive amid the difficul- 
ties that would be involved in effecting the wholesale shifts 
that would be required to make this country independent of 
foreign trade..... There never was a more complete eco- 
nomic fallacy than the one now prevalent—that this country 
can turn its back on Europe and prosper by so doing.’’’ 


8H. G. Moulton and Leo Pasvolsky, War Debts and World Prosperity, p. 
411. For those interested in a more detailed study of the effect of isolation, 
Miss Florence B. Boeckel, director of the Education Department of the 
National Council for Prevention of War, 532 Seventeenth St., Washington, 
D.C., has prepared a wealth of mimeographed material. 
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PREFACE 


Is there any reason to believe that a relation exists between 
the price of silver and world-recovery? If we remonetized 
silver would there be any beneficiaries outside the silver indus- 
try? The author of this pamphlet has not formulated a 
specific answer to the question in its title, but he has ex- 
amined the case pro and con and summarized the essential 
information upon which such an answer should be based. It 
seems to permit only one conclusion. 

This is the sixth of a series of Public Policy Pamphlets 
which the University of Chicago is publishing. Frequent- 
ly the scholarly journals give no attention at all to problems 
that have an acute but temporary interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable public service by mak- 
ing available to the public whatever special training and in- 
formation it may have at its disposal. The continuation of 
such a series will, of course, depend upon its reception by the 
public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 


Harry D. GIDEONSE 


October 2, 1933 
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SHOULD WE TURN TO SILVER? 


Thou shalt make thee no gods of silver or gold.* 

In this age of economic iconoclasm, experiments are the 
order of the day. When, last summer, he sent his message to 
the World Economic Conference, President Roosevelt sig- 
nificantly pointed out that old fetishes are being replaced. To 
this dictum, obviously, the realm of money has proven no ex- 
ception. A “managed currency” is now an official desideratum 
in the United States, and in some future generation gold may 
follow silver’s sad decline. 

So far, it should however be noted, the growing acceptance 
of the managed-currency idea seems nowhere to imply the 
scrapping of gold as an international standard of value. Al- 
though the “suspension of gold” has been widespread, few 
countries are ready entirely to relinquish that metal’s mone- 
tary use, especially for the settlement of international pay- 
ments. Exchange stability is constantly being demanded, and 
international exchange stability without some link to gold is 

as yet difficult for the general public to conceive. Thus, while 
nationally the monetary use of gold is, no doubt, undergoing 
change, the metal is far from becoming an obsolete standard of 
value in international relations. 

The position of silver in the realm of money has long been a 
decidedly different one. Very few of us can remember silver 
as the standard money metal it once was here. As a subsidi- 
ary metal, however, silver still enjoys wide recognition, al- 
though as a standard of value its “territory” is now limited to 
China and Hong Kong,? in both of which countries there ex- 
ists in influential circles the determination to go on the gold 
standard as soon as practicable. The revival anywhere of na- 
tional bimetallism—once maintained by statute in various 
countries, including the United States—is extremely unlikely, 
despite the fact that the world-wide depression has occasioned 


* The first commandment, according to the Ephraimitic Prophetic Narratives. 


2 Some persons erroneously believe that silver is the standard of value in Mexico, 
British India, Persia, Australia, New Zealand, and “South America.” That is a 
misconception. 
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the circulation of hundreds of currency panaceas.3 Naturally 
enough, silver, being one of the two monetary metals longest 
known to mankind, has had its place in such proposals.4 None 
the less, it is clear that silver has been waning in popular es- 
teem ever since the general demonetization begun in 1873. 
The American producers of silver have always been most ac- 
tive in seeking special favor for the white metal. They se- 
cured the passage of the silver-purchase acts of 1878, 1890, 
and 1918. In time of depression they are the most likely to 
get a favorable hearing for their protégé. But, despite the 
political strength of silver producers in several countries, the 
cause of silver elsewhere nowadays has few adherents. (See 
note 5, on opposite page.) 


ECHOES OF 1896 


It is interesting to compare the silver situation today with 
that of Bryan’s heyday. In 1896 silver was, in this country, 
an important popular question. Then, as now, the country 
was suffering from a serious economic depression. One heard 
much of the unfortunate farmer, his reduced purchasing pow- 
er, his unsupportable debt burden. Many persons thought 
their troubles could be cured by making money cheaper. To 
accomplish that end they proposed increasing the quantity 
of money and urged the opening of the mints to the unlimited 
coinage of silver at a fixed ratio to gold. “Bimetallism at 16 
to I,” was the cry. 

J. W. Root, an Englishman, writing in 1894 on the back- 
ground of the silver question, stated: “The silver interest [in 
1889?] in the States made the most of the depressed and con- 


3 Bimetallism on a world-wide scale has never been attempted. National bimetal- 
lism has meant, in effect, that the country maintaining it alternated between the 
gold standard and the silver standard. This was the experience of the United States 
up to 1873, when the standard silver dollar was dropped from the list of coins. In 
1874 its legal tender was limited. 

Under bimetallism the government maintains a free market for two metals. In 
effect there is free coinage and freedom of movement of the metals; they and the 
currency are freely interchangeable; and their legal tender is unlimited. 

4 Bimetallism in the United States is now a legal possibility. The act of April 28, 
1933, authorizes the President to “fix the weight of the gold dollar ....andalso.... 
the silver dollar . . . . at a definite fixed ratio in relation to the gold dollar .... and 
to provide for the unlimited coinage of such gold and silver at the ratio so fixed. .. . . 
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tinuously declining prices from which the farmers were be- 
ginning to suffer... .. This was no doubt at the bottom of 
the agitation which was carried on there for several years.” 
Many of the public utterances and writings during the 18g0’s 
read like present-day campaign speeches. Thus, in 1893, Con- 
gressman Joseph Wheeler of Alabama stated: “There is not 
sufficient gold in the world to float the paper money necessary 
for the business needs... .. Let us restore economy... . . 
In 1894, Senator William M. Stewart declared: “Already the 
power of the great agricultural interest is destroyed. The 
farmers are too poor to attend conventions. .... They are 
too poor to visit the World’s Fair. Their lands are being taken 
em them... .” 

During the present depression many of the circumstances 
have been similar and much the same reasoning has been em- 
ployed. Again now, as in 1896, there is demand for inflation, 
and some are asking for bimetallism. But there is an impor- 


S$ The following facts concerning silver production are of interest in obtaining an 
understanding of the subject: 
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* From Bureau of the Mint. 
¢ From The Nationality of Control of World Minerals, by William P. Rawles. 
} From American Bureau of Metal Statistics. 
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tant difference in so far as concerns silver. During the Bryan — 
campaign everyone discussed silver; the country was flooded 
with pamphlets on the subject. Today, few among the gen- 
eral public feel inclined or competent to argue the matter and 
most persons, indeed, regard it with apathy. In view of this 
fact it may perhaps seem strange that the so-called “inflation 
amendment” to the Agricultural Act should have empowered 
the President to provide for bimetallism, and to accept $200,- 
000,000 worth of silver in payment on war debts account and 
issue silver certificates against it. 

While many persons who have studied the matter feel that 
silver as money should be limited to its present function of 
subsidiary coin, there are others who, for various reasons, 
argue that it should play a more important part as a standard 
of value or as reserve material in central banks of issue. That 
the majority of persons know little about the virtues of the 
current arguments pro and con, and care still less, is under- 
standable. Yet it would seem that the general public ought 
to take a keen interest in any matter affecting the currency. 
After several years of world-wide business depression many 
persons now, as in the 18g0’s, are in a mood to try some silver 
inflation. 


AMERICANS LEAD IN CRY FOR REMONETIZATION 


It is evident that the initiative in the three-year-old cam- 
paign to “do something for silver’’ has come from America. 
Quite apparently this was the case at the World Economic 
Conference this year. The majority of foreign governments, 
however, have shown no desire to remonetize or otherwise 

“assist” silver. As for the various measures proposed to aid 
the metal, the Continental world has opposed all artificial 
price-raising schemes involving European co-operation. 

There are reasons why the initiative mentioned should have 
come from Americans. Of the world’s mine production of 
silver, 65 per cent comes from Mexico, the United States, and 
Canada, while American capital controls 66 per cent of the 
world’s mine output and 73 per cent of the world’s refinery 
output of silver. American silver producers thus have some- 
thing at stake in their demand for governmental action. Nat- 
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urally, those producers cannot speak for the whole country. 
They are, numerically, an unimportant element in our popu- 
lation. Silver is not an important commodity in the United 
States; our production of it even in prosperous 1929 was worth 
less than our $52,000,000 peanut crop, our $56,000,000 salmon 
catch, or our $38,000,000 grass-seed harvest. Silver plays an 
unimportant réle even in our mining industry.° 

But, if not numerically important, the silver producers can 
none the less make their voice heard, especially in Congress. 
The system whereby every state has two votes in the Senate 
enables the seven Rocky Mountain commonwealths which 
account for 9§ per cent of our production of silver to be repre- 
sented by 14 senators. That means that they control 15 per 
cent of the votes in the upper house. As in 1893, so in 1933, 
this fact has been the major factor in bringing silver to public 
attention.” 

The so-called silver states have generally had able repre- 
sentatives in the Senate. In the 72d Congress, for example, 
rank in the upper house, as determined by length of service, 
gave first place to Reed Smoot of Utah, second place to John 
Thomas of Idaho, fifth to Senator Ashurst of Arizona, sixth to 
Key Pittman of Nevada, and seventh to Thomas J. Walsh of 
Montana. Ninth was Senator William H. King of Utah. 
These men held important committee posts in that Congress 
and were generally influential in the government. In the 
present Congress one of them, Senator Key Pittman of Ne- 
vada—recently one of the American delegates to the World 
Economic Conference—is president pro-tempore of the Sen- 
ate, and chairman of the Senate Committee on Foreign Re- 
lations. 

PLANS TO SUPPORT SILVER 


Silver came into its present prominence in 1929. With the 
decline in its price that set in at the beginning of the general 
economic depression, the demand was raised that the silver 


6 In the seven silver states only 13 per cent of the population, at the utmost, de- 
pend directly or indirectly on silver for their living. Hence, in a way, it is misleading 
to designate them “‘silver states.” 

7 The same seven silver states, incidentally, can claim less than 3 per cent of the 
membership of the House of Representatives. 
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market be given government aid. The movement became 
most vociferous in this country, but here and there in Eng- 
land, also, voices were heard in behalf of silver. Pamphlets 
and aoe appeared, reciting the history of the metal, the de- 
basement of silver coin by numerous nations commencing in 
1920; the heavy sales of demonetized silver which followed; 
the policy adopted in India in 1926 whereby large quantities 
of silver were later sold on the world-market; etc. Claims 
were made and widely circulated that silver’s price decline was 
responsible for the world economic depression, or that it was a 
major factor therein. It began to be maintained and reiter- 
ated by many persons—and it is even today still stated—that 
the purchasing power of China, of South America, of Asia, of 
“half the world” depends on silver, and that raising the price 
of the metal would “restore” American trade with those coun- 
tries and bring back normalcy.’ Also, existence of a world- 
shortage of monetary gold was claimed and remonetization of 
silver was, and still is, offered as a solution for declining com- 
modity prices. 

Efficient exponents of these views arose. At the 1931 meet- 
ing at Washington of the International Chamber of Com- 
merce a silver committee was formed and a silver resolution 
favoring an international conference was passed by it and 
later adopted in the final plenary session. 

Other proposals pro silver sought to have the government 
of India cease sales of demonetized silver, urged all the gov- 
ernments of the world to abjure sales of demonetized silver, 
to raise the fineness of their silver coins to pre-war levels or 
higher, to put silver into circulation where it does not now 
circulate, to use more silver money, to keep some silver in the 
currency reserves, to accept silver in payment of foreign debts, 
etc. Symmetalism has been advanced. The American Con- 
gress has been urged to buy silver, to issue more silver certifi- 
cates, even to readopt bimetallism at 16 to 1. The last Con- 


8 For example, in Finance and Commerce (Shanghai) of July 12, 1933, Sir Hugo 
Cunliffe-Owen makes this statement and prophecy: “The two-thirds of the world’s 
population who are accustomed by the traditions of generations, indeed, of centuries, 
to use silver as currency, and as the medium in which accumulated savings can most 
easily be retained, will never be won from their adherence to it.” 
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gress did, in fact, pass legislation authorizing the President to 
accept up to $200,000,000 worth of silver in payment on the 
so-called war debts,? and to provide for the optional unlimited 
coinage of gold and silver (namely, bimetallism) at such ratio 
as he finds necessary. These various points merit examina- 
tion. 

“PRICE” AND “VALUE” ARE DIFFERENT THINGS 


First, take the price of silver, which is at the root of the sil- 
ver question. The chief facts are as follows: The price of sil- 
ver averaged 58.5 cents in 1928; $3.3 cents in 1929; 38.5 cents 
in 1930; 29.0 cents in 1931; and 28.2 cents in 1932. The lowest 
price recorded in this country was 24% cents on December 29, 
1932. Since then there has been improvement to as much as 
403 cents on September 23. On October 1g the price was 36} 
cents. 

Considered by itself, the price of silver has suffered greatly. 
But compare the changes i in the price of silver with changes in 
the prices of other commodities, and silver does not appear so 
badly off. Although silver declined farther than other com- 
modities declined between 1928 and 1932, the decline in the 
value of all commodities has meant that the 28.2 cents silver 
price average for 1932 was in that year equivalent to 43.5 
“1928” cents. That is, in 1932 an ounce of silver was worth 
only 28.2 cents in gold, but in terms of other goods it was 
worth 43.5 cents. 

The foregoing fact is not only interesting. It is significant in 
this respect: It means that silver producers have been far 


9 Under the terms of the act referred to, the United States government up to Sep- 
tember 21, 1933, had received payments in silver as follows: 


Fine Ounces 
Country of Silver 
erechimivakia oc 8 eee a pos ek ees emis 359,010.49 
COPE OT BS Sa oO 2 a ae ee eee ne 296,631.88 
Great Dritatenoe eee eo cece eaeenaee nh ae cae 20,000 ,000.00 
aaa ets eae SANE Se dna eho iI crbrinrhdcicieraiUeictore 2,000,041.52 
RGTMINMAL ee oe oa |B ibe dc Sw wicned weks cuiecanee eee 19,980.70 
LCE TEE SECS Raa RE ST ae Ertl are ey yk 58,122.92 


The amounts given above represent the results of assays of the silver received, 
assay of only the British payment not yet having been completed. In the cases of 
Czechoslovakia, Lithuania, and Italy the amount of silver actually received differed 
very slightly from that purporting to be sent. The silver received above was credited 
to the accounts of the debtor governments at 50 cents per ounce, in accordance with 
the act of April 28, 1933. 
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from alone in feeling the effects of the depression, a fact they 
have seemed slow to realize. The purchasing power of their 
silver output—their vea/ income per ounce from silver—did 
not decline 52 per cent as did the price of silver, when it 
slipped from 58.5 cents in 1928 to 28.2 cents in 1932. Instead, 
their real income declined less than 26 per cent. Again, the 
nominal decline of §2 per cent in silver’s price was more severe 
than the 34 per cent fall in the general American wholesale 
price level (a decline from the index of 97.7 in 1928 to the in- 
dex of 64.8 in 1932), but it was not so severe a decline as oc- 
curred during the same four years in the prices of rubber (80 
per cent), silk (69 per cent), copper (62 per cent), cotton (68 
per cent), wheat (63 per cent), etc.%° 

While the foregoing four-year price history is interesting, it 
should be supplemented by a study of a longer period, be- 
cause such study—it may surprise some to learn—indicates 
that silver’s debility has been long chronic.” 

By means of index numbers compiled by the author and by 
the Department of Labor the course of the gold price of silver 
and that of the commodity value of silver have been com- 
pared for a period of 100 years. The comparison yields some 
interesting facts. First, consider the price. For many years 
up to 1873 the existence of bimetallism in France and else- 
where kept the price of silver steady. From 1873 to 1903 the 


10 The declines in the wholesale prices of various selected commodities between 
1928 and 1932 are shown in the following: 












2 Index | Percentage 
umber Decline dur- 


1928 Index 
Number 







Commodity ing 4 Years 
Rubber, plantation, ribbed, smoked sheets...... 46.3 80.3 
Japanese raw silk, double extra ce eA: “we 84.8 69.0 
Copper, ingot electrolytic, refinery... 105.5 61.8 
Raw sugar, 96° CEMGrRN RAL o.oo aa . 97-7 45 
Winter wheat, No. 2, hard, Kansas City. 88.5 62.7 
Cotton, middling, Galveston cnc. oataslete aay 114.7 67.8 
Corn, contract grades, Chicago................. 128.7 68.2 
Pig tin pot, INEW MONK v)cfsiaic patsy bia ds aefelarosts 77.1 56.4 
IVER: BDOL,| NEW WOLmen aL anctcmeebmin tec unten Ssise 51.8 





* Cents per ounce; price as calculated by Bureau of the Mint. 
Source: Index numbers as published by Bureau of Labor Statistics. 


See this author’s The Silver Market (U.S. Department of Commerce, Trade 
Promotion Series No. 139), pp. 28-30. 
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price of silver declined almost continuously. After the great 
rise during the World War, the price declined severely in 
1920 and 1921, and subsequently, as already noted, during the 
latest depression. Now, consider the va/ue of silver in terms of 
other commodities at wholesale. The value of silver has had 
quite a different history during the past hundred years. The 
decline in the value of silver set in about 1891 and continued 
downward almost without any hesitation, right through 1932. 
It is the value of silver in terms of other commodities (and not 
the price) which determines the relative welfare of a producer 
of the metal. The persistent and rather continuous decline in 
the value of silver since 1890 cannot be attributed to post-war 
causes. The latter, such as sales of silver by governments, ac- 
count for some of the decline since 1920. But they did not 
create a new situation with regard to the declining welfare of 
the producer of silver vis-a-vis other producers as a whole. 


SILVER AND ASIATIC PURCHASING POWER 


Many persons have the misconception that the purchasing 
power of silver-standard countries, or of Asiatic “‘silver-using” 
countries, varies with the price of silver. That is not the case. 
A country’s purchasing power is not to be measured by the 
value of its medium of exchange.” Moreover, there are not 
more than two silver-standard countries: China and Hong 
Kong. Elsewhere no currency is linked to silver. More silver 
is bought by China than by any other nation. China an- 
nually imports more silver than it exports. In other words, 
China “‘the importer’’ does not buy with silver. Rather, in 
normal times, China “the exporter” duys silver. Out of the 
proceeds of its exports the Chinese nation pays for the silver 
it imports. Therefore—whatever be the temporary effect on 
the business of individual exporters or importers in the China 
trade—improvement in the price of silver does not mean an 
equivalent quantitative increase in the world’s sales of mer- 
chandise to China, unless China then sells silver to the rest of 


12 See Professor Frank D. Graham’s valuable article, ‘““The Fall in the Value of 
Silver,” Yournal of Political Economy, August, 1931. 
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the world and uses the proceeds to buy foreign goods.*3 Ex- 
actly the same statement may be made about any “‘silver- 
using” country." 

The only countries to benefit in proportion to an increase in 
the price of silver are the silver-producing countries, includ- 
ing Mexico, the United States, Canada, and a few others. To 
such countries the benefits are in proportion to the signifi- 
cance of silver mining in their respective national economies. 
Artificially increasing the price of silver would not help world- 
trade so much as it would increase the prevailing disturbance 
in the foreign exchanges. In this respect it would temporarily 
(but only temporarily) stimulate China’s imports and decrease 
China’s exports. But exports are the real source of that coun- 
try’s oversea purchasing power, which, thus, would tend to be 
temporarily cut down. It is a fact that governmental support 
of the price of silver would not be welcomed by the financial 
community in China. For example, the chairman of the 
Hong Kong and Shanghai Banking Corporation recently 
stated, regarding silver: “The... . law of supply and de- 


13 The heavy arrivals of Chinese silver in the United States during June, 1933, re- 
quires some mention in passing. This exceptional movement was a result of the boom- 
ing price of silver resulting from speculation in silver futures on the Commodity Ex- 
change, subsequent to the suspension of the gold standard by the United States gov- 
ernment. On that occasion there was naturally much “flight of capital” into com- 
modities, and hence silver appreciated in price. Moreover, the decline of the foreign- 
exchange value of the U.S. dollar was reflected in a higher “dollar” quotation of other 
currencies, including that of China, in the foreign-exchange market. Since China’s 
currency is silver, that tendency, also, caused the price of silver to rise in New York. 
A higher New York price of silver made arbitrage transactions profitable and, in spite 
of a 2} per cent export duty in China, silver could be advantageously shipped from 
Shanghai to New York. A total exceeding 34,000,000 fine ounces arrived in the 
United States from Chinese ports during the single month of June, 1933. 

The exceptional nature of the movement may be seen from the following figures, 
which show China’s net imports or exports of silver since 1900: 

Net imports: 1909-13 and 1918—31—961,900,000 haikwan taels 
Net exports: 1901-8 and 1914-I17—191,100,000 haikwan taels 

During the thirty-one years covered by these figures, China’s total net reported 
imports of 770,800,000 haikwan taels were equivalent to 930,000,000 fine ounces troy. 
(The haikwan tael is calculated by the Bureau of the Mint as 579.198 grains. One 
ounce troy contains 480 grains.) 


™4 This is a term used frequently by friends of silver. Presumably it is meant to 
designate such countries as British India, Persia, Ethiopia, and Mexico. But the 
term might also be applied to any modern country. The United States, for example, 
is a very large user of silver in its currency system. 
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mand—which implies the rising and falling of silver with other 
commodities—will be more to the public benefit than artificial 
measures of control.”’ The chairman of the Bank of China, the 
most important Chinese bank, in 1933 reported to the share- 
holders in similar vein, stating: 


.... A number of interesting schemes have been put forward for 
dealing with the problem of silver, but for the most part these 
schemes appear to have been stimulated by a desire to raise the 
price of silver either for the benefit of the producers or in order to 
increase the sale of foreign goods in the Far East. Our country 
would, of course, be materially affected if any such plan were 
adopted, and it seems, therefore, that the people of China should 
consider this subject at the present time. .... 

For those engaged in foreign trade it is, in general, more impor- 
tant that exchange shall be stable than that it shall be either high 
or low, since violent fluctuations in exchange make trading more or 
less of a gamble, bringing either incalculable and undeserved losses 
or unexpected profits. 


Another quotation typical of Chinese objection to foreign 
manipulation of the price of silver is the following from the 
Sin Wan Pao (Shanghai) of July 26, 1933. 


China is a country whose imports exceed exports; that the exodus 
of the silver in stock which is sure to take place when it suddenly 
rises in value will produce no little effect upon the country’s welfare 
and the people’s livelihood; that the fear which Dr. W. W. Yen has 
recently expressed in a Reuter interview to the effect that an ab- 
normal rise of silver would be disturbing to China’s national economy 
is not unwarranted..... A normal rise or a temporary stabilization 
of silver, however, would be of some benefit to this country. 


The foregoing discussion of oversea purchasing power and 
silver has been limited to China. It applies, of course, to 
Hong Kong also. It will be noted that British India, whose 
people form the second most important silver-absorbing 
group in the world, has a currency printed largely on silver, 
but, by government policy, linked in value to the pound ster- 
ling. Ever since the abandonment of the silver standard with 
the closing of the Indian mints to free coinage in 1893, the for- 
eign-exchange value of the rupee has had no fixed relationship 
to the price of silver and changes in the value of that metal— 
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ordinarily imported in large quantities by the Indian popu- 
lace*—have had no effect on the oversea purchasing power of 
British India. In general, a lower price of silver normally re- 
sults in an increase in the quantity of the metal purchased by 
British Indians, due allowance being made for the differential 
caused by the import duty and excise tax on silver.” 


DO WE NEED MORE SILVER MONEY? 


Of equal importance with the purchasing-power-of-the- 
Orient argument is the one that the world needs silver in its 
currency reserves to make up for a growing shortage of gold. 
Regarding the existence of a shortage of monetary gold, opin- 
ion is divided. The public sometimes fails to distinguish be- 
tween a real net “shortage” and so-called “maldistribution.” 
In the United States, for example, although prices fell severe- 
ly between 1929 and 1933, there was never a shortage of gold. 
We now have in this country more gold available for monetary 
use than we had in prosperous 1929, and there is no shortage 
of currency. In January-February, 1933, our stock of cur- 
rency was 30 per cent above the level of January-February, 


18 The following figures apply to British India’s foreign trade in silver in recent 
years: 


Inp1a’s ForeIGN TRADE IN MERCHANDISE AND Precious METALS, I914-I5 TO 1931-32 
(In millions of U.S. dollars) 
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Source: Commerce Yearbook, II (1931), 528. 


16 The duty on silver dates from 1930, having been twice increased since then. The 
present duty is 7} annas per ounce. 
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1929. Yet the demand for currency was much smaller, since 
in 1932 the physical volume of our trade was 41 per cent be- 
low that of 1929, and in January, 1933, 48 per cent less than 
four years earlier. Early in 1933, when the demands for in- 
flation were at their height, we were doing only §0 per cent as 
much business as we did early in 1929, and this at prices 30 
per cent lower than in 1929, yet we had 30 per cent more cur- 
rency outstanding with which to do it. The government now 
has the power to establish national bimetallism of gold and 
silver. If there be a need for silver to supplement the mone- 
tary stock of the United States, the figures just cited do not 
reveal it. That the country needs any more silver currency 
than it already uses has not been demonstrated. At the end of 
August, 1933, there were 540,007,398 standard silver dollars 
in the country, but only 32,950,826 were outside the Treasury. 
Only 28,320,701 were “‘in circulation,” and even of that sum, 
a large part was resting in the tills of banks. Our total stock 
of subsidiary silver coins on July 31 totaled $298,659,148."7 
As to “maldistribution” of the world’s gold stock, that is a 
symptom, and not a cause, of economic disturbance. When 
a country had an adverse balance of international payments 
and is forced to ship out its gold holdings, some other remedy 
than the proposed remonetization of silver is needed to cure 
what is wrong. Had the leading countries been on a sym- 
metallic or a bimetallic, rather than a gold, basis during the 
past momentous decade, there is no reason at all to believe 
that we would not have experienced this depression. Where 
today there exists “maldistribution of gold” we would have 
instead “maldistribution of gold-plus-silver.”” A country now 
drained of its gold stock would most likely have lost all its sil- 
ver as well. International debts exceed many times all the 
gold and silver in existence. The world’s economic ills today 
are hardly of monetary origin.® It follows that their treat- 


7 Standard silver dollars “‘in circulation” per capita amounted to $0.22, and sub- 
sidiary silver “in circulation” to $2.08. 


18 There exists, of course, considerable difference of opinion on this point. For in- 
stance, in the Lioyd’s Bank Monthly Review for September, 1933, Sir William Cecil 
Dampier states that the real cure for our ills is monetary. 
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ment, therefore, must be more than monetary. Of course, 
now that monetary systems have become disrupted in con- 
sequence of economic difficulties, some monetary doctoring 
will be needed. Indeed, it may well be that, ultimately, more 
silver will be employed i in monetary systems. In silver-pro- 
ducing countries, particularly, that eventuality may be 
brought about primarily for political reasons; elsewhere it may 
occur as a matter of convenience. This development has in 
fact already begun, and will be referred to in more detail be- 
low. 
IMPORTANCE OF SILVER OVERSTATED 


A few additional misconceptions concerning arguments 
made for silver may be appropriately mentioned. As to the 
reasoning that changes in the price of silver precede, hence 
cause, corresponding changes in the general price level, this is 
utterly untenable.” Silver, due to its dual réle as a mineral 
and as China’s currency, is a very sensitive commodity. It is 
very easily traded in, especially in New York, while both here 
and abroad daily price quotations are available in the news- 
papers. Hence there is much speculation in silver and in its 
“twin,” exchange on China, and accordingly the price of sil- 
ver is likely to register anticipated changes in economic condi- 
tions. But it cannot on that account be held to determine 
such changes, no more than a barometer can cause a change in 
the atmospheric pressure. The commodity, silver, is too un- 
important to create depression. The claim mentioned is pure 
and unadulterated myth. 

When, led by Great Britain, the nations commenced de- 
basing their silver coinage in 1920, it was not because they 
had any dislike for silver. The movement started when silver 
was at its post-war high and coins threatened to become, or 
actually became, more valuable as bullion than as money. De- 
monetization of some silver protected the coinage and yielded 
an incidental revenue. Had they not been debased and had 
the price remained high, silver subsidiary coins might have 
disappeared from circulation with all the expense to govern- 


19 See, for instance, Hearings before the Committee on Coinage, Weights, and Meas- 
ures, House of Representatives, March, 1932, p. 527, et al. 
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ments and inconvenience to the public of a shinplaster era. 
Reduction of the silver content of coins was logical and quite 
justifiable. The world owed nothing to silver in spite of its 
venerable history, and so the fineness of silver coins was gen- 
erally reduced. 

Regarding India, it is sometimes stated that England took 
that country off the silver standard in 1926, and that the re- 
sultant sales of melted rupee coins broke the back of the silver 
market. As already mentioned, the silver standard was aban- 
doned by India in 1893, not 1926. Since 1899 the rupee has 
been officially pegged to sterling at a ratio changed from time 
to time. Inasmuch as the pound sterling was on a gold basis 
from 1899 to 1914 and again from 1925 to 1931, the rupee was 
in effect pegged to gold throughout those periods. It is not the 
case that England forced the gold standard on India. Leading 
Indians wanted gold as a matter of national prestige. “Other 
countries had the gold standard; why not India?” it was 
argued. There were conflicting demands, of course. Many 
Indians objected to the link with sterling on nationalistic 
grounds, while some others preferred the sterling-exchange 
standard, and still others would have adopted bimetallism. 


THE INDIAN GOVERNMENT'S ATTITUDE 


As for the statement sometimes made that the Indian 
government’s sales since 1926 have put great pressure upon 
the price of silver, there is no reason to dispute it. Earlier in 
this pamphlet it was stated that the “all-commodities” pur- 
chasing power of silver has been declining since 1893 in a long- 
term downward sweep hardly so much as interrupted during 
the World War. It must be granted that the Indian govern- 
ment’s sales since 1926 have carried the value of silver lower 
than would otherwise have been the case. Ought India to 
have refrained from selling silver? That government’s deaf- 
ness to pleas to desist from selling silver are no doubt to be 
explained by the failure of anyone to demonstrate, to the In- 
dian government’s satisfaction, why silver should be support- 
ed at public expense. 
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The finance member of the Indian government in 1931 set 
forth that government’s policy as follows: 


I announced in my budget speech last year that the Government 
of India would be prepared to co-operate with other silver interests 
if any practical scheme could be devised for controlling the produc- 
tion of new silver and the sale of new and existing stocks. Unfor- 
tunately, the only response to my offer has been on the lines indi- 
cated in certain utterances which have appeared in the press by rep- 
resentatives of the main producing interest in America. In general, 
these gentlemen propose that their own production of new silver 
should remain unrestricted, but that governments and others who 
hold large stocks of silver should refrain from realizing their hold- 
ings, and leave the world’s markets free for the new production. 

The demand that the Government of India should refrain from 
selling is, indeed, an astonishing proposition when the facts are 
studied. For, in fact, the whole world depends on India as a. con- 
sumer. In the five years ending March 31, 1930, India absorbed 
about 540,000,000 ounces of silver, or 108,000,000 ounces per annum. 
According to present indications, her absorption, even in the current 
year, will be up to this average, so that the total absorption in six 
years will be about 650,000,000 ounces. As against this, the Govern- 
ment of India have sold out of their own holdings a total of only 
about 90,000,000 ounces of silver since 1926. Yet it is suggested that 
even this moderate realization is to stop, and that India is to stand 
aside and keep her own home market free to absorb the production 
from the mines of Mexico and the United States. This is clearly an 
unacceptable idea, and, however anxious we may be—as, indeed, we 
are—to help, we must, as a condition of co-operation, secure fair 
consideration of India’s interests. In the meanwhile we must retain 
a free hand. 


SILVER PRODUCTION AS AN AMERICAN INDUSTRY 


The importance of the silver industry per se in the United 
States is clearly not sufficient to warrant governmental pur- 
chases or other measures designed to increase its price. Silver 
is not a significant product or export of the United States. 
Much of it is produced only incidentally, in connection with 
other metals.” Comparatively very few people depend upon 


2 Silver production is very largely dependent upon the output of other metals. If 
a strong demand for lead, copper, or zinc arises, more silver will be produced, because 
silver accompanies these and other metals in nature. Ore which can be classified as 
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silver mining or silver refining for their living.** The price of 

silver only very remotely influences the general price level of 
the world. It is not identified with the purchasing power of 
the Orient. The metal has not suffered as severe a price de- 
cline as many other commodities, and, besides, its price has 
already recovered appreciably from the 1932 all-time low.” 
Thus, the general public here has little to gain in contributing 
to improvement of the status of silver. 


“silver ore” is the exception. Most ores containing silver are complex. That is why 
silver is sometimes spoken of as being a by-product metal. In some cases, where 
silver contributed only a small fraction of the income of, say, a lead mine, such silver 
may be regarded by the mine owner as by-product. In other cases the lead may be 
the by-product. All depends upon the relative prices and the proportion in which the 
two metals appear. Because this situation varies whenever metal prices change, it is 
not possible to state categorically that such and such a percentage of the world’s silver 
is by-product in the sense of contributing only a minor portion of the receipts of a 
mine. Based upon 1926-28 prices an investigation determined that over 25 per cent 
of the silver produced was derived from mines 80 per cent of whose income came from 
silver. Thus, roughly three-quarters of the world’s silver production depended for its 
continuance upon the demand for lead, copper, zinc, etc. How the matter of by-prod- 
uct silver varies may be seen from the analysis of silver taken from dry and silicious 
ores in the United States. These are the most nearly pure silver ores. Montana in 
1931 produced 3,830,000 ounces of silver, only 47,100 of which came from dry and 
silicious ores. Nevada, on the other hand, had a production of 2,562,000 ounces, some 
1,324,000 being from dry and silicious ores, according to the Bureau of Mines. 


31 Mr. Y. S. Leong in his recent book (Si/ver—An Analysis of Factors Affecting Its 
Price) states: “The importance of silver to the United States may be gauged by its 
relative position among the 550 commodities sold at wholesale. Of the aggregate 
value in exchange derived from these commodities, silver contributes only one-tenth 
of 1 per cent. If the wholesale ‘value in exchange’ of silver had been compared with 
the total value in exchange of all commodities marketed at wholesale in the United 
States for any particular year it would have been found to be even less important. 
Surely it cannot be considered an important commodity. Moreover, it has suffered 
no greater depreciation in price and purchasing power than have some far more im- 
portant commodities.” 

2 The following data illustrate the improvement in the price of silver during 
1932-33: 

CHANGES IN Price oF SILVER AND OTHER COMMODITIES DURING 
Year Enpep Jury, 1933 (1926=100) 





July, 1933, 

July, 1932 | June, 1933 | July, 1933 | as Per Cent 

of July, 1932 
BREN scl. cie's ais satne'pl wiivio esis. s 3 ; ' 140.9 
Non-ferrous metals*............. 5 : : 143.8 
Metals and metal productst ¥ . ; 101.8 
All commodities................. A F F 106.8 





* Includes silver. 
Includes silver and other non-ferrous metals. 
urce: figures of Bureau of Labor Statistics. 
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POSSIBILITIES AS SMALL MONEY 


One other aspect of the question remains, however. Will 
the use of more silver as hand-to-hand currency or in the cur- 
rency reserves be to public advantage—regardless of the in- 
terests of silver producers? As for the U.S.A. in particular, it 
has already been shown that we have in the country ample 
gold for all our reserve requirements, and far and away more 
silver coin than the public has for years cared tohandle. Within 
certain reasonable and definite limits, unbacked paper money 
like greenbacks is every bit as acceptable as silver certificates 
for our everyday small-money requirements.%> Moreover, 
paper money not backed by any tangible commodity is cheap- 
er than would be certificates backed by newly purchased silver. 
As a substitute for fractional coins, however, paper money 
would prove more expensive in the long run. On the other 
hand, there is not unlimited scope for silver in that direction, 
because there is a definite limit to the amount of fractional 
money required by the public. 

As to silver currency in the world as a whole, let us turn to 
the agenda of the World Economic Conference. On the sub- 
ject of silver the experts of the Preparatory Commission con- 
cluded as follows: 

We have considered a series of proposals which have been dis- 
cussed in recent years with a view to raising the price of silver, and 
we wish, in this connection, to make the following observations: 

(i) It has been suggested that some form of bimetallism should 
be introduced. 

We would point out that a bimetallic standard, which presupposes 
a fixed relation between the value of gold and that of silver, could be 
safely introduced only if the most important countries of the world 
agreed to such a measure. As the only international monetary stand- 


23 This statement is not meant to apply to the matter of a large-scale, general in- 
flation, but simply to the issuance of small-denomination currency, indispensable for 
carrying on a country’s business. The case for silver inflation, as against paper infla- 
tion, is well stated by Senator Burton K. Wheeler (as reported in the Washington 
Star of September 25, 1933). The Senator remarks: “The remonetization of silver 
is a far better method of inflation than the issuance of paper money. I have talked 
with one of the most prominent bankers in New York and he said frankly that he 
would much prefer the remonetization of silver at a 16-to-1 ratio than a flood of paper 
money. The difficulty with the issuance of paper money is that once it is started it is 
almost impossible of control.” 
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ard which is at present likely to command universal acceptance is 
the gold standard, the idea of introducing bimetallism must be re- 
garded as impracticable. 

(ii) It has been proposed that banks of issue should be allowed to 
hold increased quantities of silver in their legal reserves. 

On the assumption that no form of bimetallism will prove accepta- 
ble, silver is unsuitable for extensive inclusion in the metallic re- 
serves of a central bank, there being no fixed price at which it would 
be received by other central banks in the settlement of balances on 
the international account. 

(iii) It has also been suggested that governmental action should 
be taken for the purpose of improving the price of silver. 

We would, in this connection, refer to the suggestion made in a 
previous part of this report to the effect that, in countries where 
banknotes of small denominations are in circulation, these small 
notes might be withdrawn and replaced within proper limits by sub- 
sidiary coins, and we think that the Conference should, in this con- 
nection, examine to what extent the use of silver in subsidiary coin- 
age could be enlarged. Whatever sales of government stocks of sil- 
ver may be deemed desirable, it is important to conduct these in 
such a manner as to avoid any unnecessary disturbance of the 
market. 

The Conference should also consider whether, and if so by what 
methods, the marketing of the metal by producers and currency au- 
thorities is susceptible of improvement. The question of developing 
new and enlarged industrial uses for silver is in our judgment also 
worthy of careful consideration. 

From the point of commercial relations with silver-using coun- 
tries, particularly China, trade interests would best be served, not 
by a rise in the price of ‘silver as such, but by a rise in the general 
level of commodity prices. Any action which would tend to raise 
that level and in due course achieve its stabilization may be expected 
to have a favorable effect on the price of silver and would, on general 
grounds, be welcome. 


Reference was made above to the possibility that some na- 
tions might find it advantageous to employ as currency more 
silver than is at present in use. Within certain limits which 
vary from country to country, a minimum amount of cur- 
rency has to remain in circulation to conduct everyday busi- 
ness. Otherwise great inconvenience might result and resort 
to barter become necessary. Within these limits the currency 
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need not be backed by any tangible goods like gold or silver. 
The mere fact that the government insures the currency’s 
purchasing power by limiting the amount in circulation and 
itself accepting it in payment of taxes or otherwise guarantee- 
ing its legal-tender properties means that the general public 
will accept it at face value. Within such limits the money 
might be printed on paper, or any other convenient material 
of nominal value. It might be printed on silver, since that 
metal lends itself readily to coinage, is durable, easily cog- 
nizable, not too readily counterfeited, and attractive. Dear- 
ness of the metal is no longer quite the obstacle it recently was 
to the wider use of silver coins. 

The principle outlined above made possible the substitu- 
tion in many countries of base-metal coins or small notes for 
silver during the World War scarcity of the metal. Countries 
which did this were, for example, the Netherlands, Japan, 


Straits Settlements, France, Belgium, and Greece. 


BRITISH VIEWS ON SILVER 


Because of the importance of the pound sterling among the 
world’s currencies, it is of interest to inquire into the attitude 
of Great Britain toward silver. Certain prominent persons 
hke Sir Henri Detering and Sir Robert Horne, the latter a 
director of the silver-producing Burma Corporation, have 
campaigned there for intergovernmental action to secure a 
higher price for silver. That they represent any large part of 
British public opinion is doubtful. Professor T. E. Gregory of 
London University last year studied the silver situation, and, 
when interviewed in England recently, stated: 


There is no silver party here—just a few silver enthusiasts, and I 
seriously doubt whether there are ten experts on the subject in the 
country. If anything is to be done about silver, the first necessity is 
the establishment of a ratio between it and gold. That is a matter 
upon which every effort heretofore has fallen down. .... 

If it is a question of promoting the use of silver, why don’t the 
silver people promote its use in other ways? Why do they always 
turn to governments? It seems to me they could encourage a greater 
use of plateware, which certainly is beautiful, or even—at that—to 
silver taps on bathroom fixtures. 
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In his book, Planned Money, Sir Basil Blackett, formerly 
finance member of the Indian government, and a man of some 
influence in financial circles, has gone on record as opposing 
bimetallism, adding: 

If there are but small gains to be hoped for from the successful 
re-establishment of bimetallism, the obstacles in the way of success 
are formidable. It is out of the question for any single nation or even 
for a group of nations so economically powerful as the British Em- 
pire to think of admitting silver to a partnership with gold in their 
currency systems unless it is done by international agreement. It 
might be possible to achieve success by an agreement between the 
British Empire as a whole and the U.S.A., but a wider preliminary 
understanding would be most desirable. One very serious difficulty 
which has to be overcome is the fact that the silver producers of the 
world, and particular large holders of silver, stand to make immense 
profits, which if not made at the expense of others would at least be 
balanced by no corresponding benefits to the majority of their fel- 
lows. The gold-producing interests, on the other hand, whether 
rightly or wrongly, would be certain to take alarm and to believe 
that they were being sacrificed. In these circumstances it is difficult 
to believe that the difficulties of an international monetary agree- 
ment already alluded to would be to any material extent modified 
by an attempt to approach the matter from the standpoint of silver. 
It is much more likely that silver would prove to be a red herring 
drawn across the trail, and that schemes for re-establishing bimetal- 
lism would make international discussions on money even more con- 
fused and more empty of results than they are. 


The following quotation from a bulletin of April 12, 1933, 
issued by Pixley and Abell, London bullion brokers, throws 
further light on the British attitude toward silver: 

It seems probable that silver may be an erratic market during the 
next few months as the recent level of prices has been maintained 
almost entirely by speculative support based on the anticipation of 
official action to remonetize silver or, in some way or other, enhance 
its value. If such a course were adopted higher prices might be ex- 
pected, but up to now the British Government has indicated in Par- 
liament that it has little faith in the efficacy of any such movement. 


THE LONDON SILVER AGREEMENT OF 1933 


At the World Economic Conference which convened in 
London June 12, 1933, silver had been assured a place on the 
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agenda at the request of the United States government. Dur- 
ing the course of the conference it was the only subject upon 
which an agreement was reached. 

Most of the sixty-six governments represented at the meet- 
ing appeared entirely apathetic toward silver. Eight delega- 
tions, however, came to an agreement which was signed July 
22 and has since been submitted to the governments con- 
cerned, for ratification.*4 The eight delegations referred to 
represented China, British India, Spain—large holders of sil- 
ver—and five producing countries: Mexico, the United States, 
Canada, Peru, and Australia. 

According to the agreement, upon its ratification the gov- 
ernments of the five silver-producing countries will refrain 
from selling any silver and will purchase, presumably for 
monetary use, an aggregate of 140,000,000 fine ounces of silver 
out of their mine production during a four-year period com- 
mencing with 1934. On the other hand, the Chinese govern- 
ment will sell no silver, the government of Spain will limit 
sales of demonetized silver to 20,000,000 ounces, and the gov- 
ernment of British India, to 140,000,000 ounces during the 
four-year period. The latter, moreover, reserves the right to 
sell silver to any government for its use in making war-debt 
payments to the United States government. 

Article 8 provides that the agreement may be ratified by 
notice of “affirmative action necessary to carry out the pur- 
poses” of the agreement. Ratification must be effected by 


April 1, 1934.7 


24 The text of the agreement can be found in Treaty Information (the Department 
of State, Bulletin No. 47, August 31, 1933), P pp- 17-21. It should be noted that the 
agreement was regarded to have been reached “outside the conference” and does not, 
therefore, appear in the official records of that gathering thus far published by the 
League of Nations. 


25 The five governments in a separate understanding determined their respective 
four-year quotas as follows: U.S.A., 97,685,640 ounces; Mexico, 28,636,432 ounces; 
Canada, 6,687,208 ounces; Peru, 4,381,300 ounces; and Australia, 2,609,420 ounces. 


*6 Tn connection with the possibility of an increase in the monetary use of silver in 
the five countries mentioned in note 25 above, the present position of silver in their 
currency systems may be of interest. For details, see The Monetary Use of Silver in 
1933, “Trade Promotion Series,” No. 149, by Herbert M. Bratter (Washington, 
March, 1933). 
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Senator Key Pittman from silver-producing Nevada was 
responsible for the London memorandum of agreement. As a 
member of the American delegation to the World Economic 
Conference he labored unceasingly for silver. The resultant 
silver understanding he is quoted as calling “‘the most remark- 
able multilateral agreement ever entered into between gov- 
ernments, and of itself alone it would have justified the 
conference.”*7 Others have hailed the agreement as impor- 
tant, because, when ratified, it will temporarily remove the 
uncertainty concerning the amount of sales by the Indian 
government, and, therefore, will tend to stabilize the price of 
silver. Whether the latter will in fact prove to be an impor- 
tant consequence of the agreement still remains to be seen. 
It cannot be claimed that the as yet unratified convention has 
acted to eliminate sudden fluctuations in the price of silver 
during recent weeks. 

From the standpoint of British India, the agreement must 
be quite satisfactory, since it promises a market for not less 
than 35,000,000 ounces of silver per annum during four years. 
The Indian government has conceded little if anything, the 
figure to which its sales (not including silver destined for war- 
debt payments) are limited, representing the maximum ever 
attained in any similar period, even in prosperous 1929. As 
the Chinese government never sold demonetized silver, and in 
fact possesses none to sell, it, too, makes no real concession. 
Nor does Spain, whose 20,000,000-ounce quota represents 


27 The British-owned North China Daily News (Shanghai) of July 26, 1933, was 
apparently not sympathetic to this viewpoint, and commenting editorially on the 
economic conference, stated: 

“No one will grudge Mr. Pittman his happiness for the simple reason that, if he is 
pleased with the agreement, then, like the friends of Mr. Peter Magnus, he is not 
difficult to please... .. Mr. Pittman and his friends, with their superior flair for pub- 
licity, were able to make much cry. Little wool have they collected but they profess 
to be happy. In leaving them to that blissful condition it is only necessary to say that 
they have done very little harm and conceivably have rendered some service to the 
world. They have shown that the London Conference is an even bigger failure than 
it was at first suspected. They have expounded the limit of the successes of sheer 
publicity or “ballyhoo’ in disposing of awkward economic facts. The difference be- 
tween what they have actually achieved and what they promised for their nostrums 
is a point on which tactfulness prefers to remain silent. The London Conference’s 
ewe lamb must surely be allowed to display its engaging charms without captious 
blemish or spot.” 
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new sales in the market, since Spain heretofore has not been a 
seller of demonetized silver. The agreement, moreover, gives 
no assurance that other countries will discontinue sales of the 
metal. 

From the standpoint of speculators and others whose silver 
holdings in New York vaults and warehouses are estimated 
to be well in excess of 100,000,000 ounces, governmental ac- 
tion designed to increase the price of silver would no doubt 
prove welcome. From their particular standpoint, however, 
it is doubtful whether ratification of the London agreement 
will alone suffice to stimulate the market price to the desired 
extent. Should silver appreciate materially in price, specu- 
lators will very likely take their profit, and the sale of such 
silver now held in this country would naturally tend to de- 
press the market price. 

There is some interest in the possibilities, referred to above, 
of using silver as an auxiliary to gold in the monetary reserves 
of the world. Several countries have lately so employed silver 
in one shape or another. During the London Economic Con- 
ference this year, the Monetary and Financial Commission, 
at the suggestion of the silver group, passed a resolution recom- 
mending to all governments that they desist from debasing 
their silver coins below a fineness of 0.800; and that they sub- 
stitute silver money for low-value paper so far as possible. 

In all countries where silver coin actively circulates, the 
central banks have on hand some silver as till money. Usually 
in gold-standard countries the law governing the central 
banks’ reserves makes no provision for silver, but there are 
certain exceptions.” 

A pamphlet of this brevity can hardly do more than outline 
the essential information upon which the formulation of 


28 Central banks at present specifically authorized by law to include silver in their 
minimum metallic reserves against notes or demand liabilities in general include 
those of: Albania, Bolivia, China, Colombia, Guatemala, Hungary, Japan, Manchu- 
ria, Netherland India, Netherlands, Peru, Poland, Union of South Africa, Union of 
Soviet Socialist Republics, United Kingdom. 

In addition to the foregoing list, which applies to central banks, silver is included 
in the monetary reserves of the treasuries or banks of British India, Ceylon, Ethiopia, 
Goa, Hong Kong, Mexico, New Zealand, Pondicherry, Siam, Straits Settlements, 
and the United States. 
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policy should be based. Silver as a commodity has undergone 
a sharp decline in price since 1926, but the decline in price of 
the principal staple commodities has, if anything, been 
greater. The public is not interested in silver, as a commodity. 
The white metal is not a “key” product, either in value or 
output. Public discussion has been concerned with the mone- 
tary use of silver. The claim has been made that the re- 
monetization of silver, or at least its more extensive employ- 
ment in currency systems, would relieve us of most of our 
present economic difficulty. Even so brief an examination of 
the evidence as this pamphlet contains, leads one to the con- 
clusion that our salvation is not to be sought in silver, but 
that the search for fundamental relief must be directed else- 
where. 


APPENDIX I 
THE PRESENT-DAY MONETARY USE OF SILVER” 


SILVER AS A STANDARD OF VALUE 


Silver is the standard of value in but few countries today. The 
full silver standard exists where silver is the standard of value; where 
in effect free coinage (i.e., coinage unlimited as to maximum amount) 
exists for the metal; where silver is unlimited legal tender; where 
there is ready interchangeability of the other currency of the country 
with silver, with no maximum limit as to quantity; and where there 
is full freedom to import and export silver. There is scarcely a silver- 
using country in the world, except Hong Kong, which fulfills all these 
requirements. China, last important stronghold of silver, has certain 
restrictions on silver imports and a duty on certain silver exports, but 
these technical impairments of the silver standard are not serious in 
that country’s case. Other countries which may be classed as on the 
silver standard are Macao and Tibet. The currency in use in Ethio- 
pia and Afghanistan is silver, but there are restrictions on the move- 
ments of the metal. Persia, British India, Ceylon, and Mexico are 
not on the silver standard, contrary to the belief in some quarters. 
The four countries just mentioned, also Ethiopia, and all other coun- 
tries not on the silver standard are normally on some form of the 
gold standard, or have recently taken steps toward adoption of gold. 


29 From The Monetary Use of Silver in 1933, “Trade Promotion Series,” No. 149, 
by Herbert M. Bratter (Washington: U.S. Department of Commerce, March, 1933). 
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SILVER AS A MEDIUM OF EXCHANGE 


While there is evidently little inclination abroad to use silver in 
other than a subsidiary capacity, that capacity is an important one. 
All countries require various low-denomination coins, a purpose for 
which silver is peculiarly suited. The metal is durable, attractive, 
and easily recognizable. Moreover, it is neither too rare nor too plen- 
tiful for the purpose, and it lends itself readily to the technical proc- 
esses of minting. There are, however, certain limitations in the em- 
ployment of silver as a subsidiary currency metal, as indicated below. 


SILVER AS LEGAL TENDER AND SUBSIDIARY MONEY 


Although silver is relegated to the position of a subsidiary metal 
in most countries of the world, there is no uniformity as to its status. 
In a few gold-standard countries where, ipso facto, free coinage of 
silver does not exist, silver currency is unlimited legal tender de jure. 
Such is the case in British India, Ceylon, Mexico, Netherland India, 
Netherland West Indies, Netherlands, Persia, Siam, and Spain; and 
smaller countries and colonies like Aden, British East Africa, British 
Somaliland, British West Africa, Goa, Hyderabad, Pondicherry, 
Travancore, Zanzibar, and the Spanish colonies. Silver currency is 
unlimited legal tender by specific provision of law or by custom in 
Hong Kong, where the nearest approach to the full silver standard 
exists, and in China (including Manchuria), Afghanistan, Ethiopia, 
Liberia, Macao, Mongolia, and Hedjaz. 

In the United States silver subsidiary coin is limited legal tender, 
but the so-called standard silver dollars and the silver certificates 
which represent them are full legal tender except where otherwise 
specified in the contract. 

Subsidiary silver coin, while limited in legal tender, is as a general 
rule accepted by governments in tax and other payments without 
limit as to amount. In this way, if not otherwise, the demand for the 
different denominations of money in circulation can be adjusted. 


APPENDIX II 
DEMAND AND SUPPLY IN THE SILVER MARKET 


The three main silver-producing countries are located in North 
America. These are, in the order of their importance, Mexico, the 


3° For more detailed treatment of this subject, see this author’s The Silver Market, 
“Trade Promotion Series,” No. 139 (Washington: U.S. Department of Commerce, 
October, 1932). 
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United States, and Canada, which together account for 70 per cent 
of the world’s output. The United States is, in fact, more important 
in silver mining than the production figures reveal, because—accord- 
ing to a recent survey—American capital controls 66 per cent of the 
world’s mine production of silver. Below are shown the estimated 
silver production of leading countries and the world for 1929, a year 
of prosperity, and 1932, a year of depression. The figures represent 
millions of fine ounces troy. 


Country 192 1932 

STEN AE eee SOOr OODEIE 109 72 
United SEAtES. se < cess soe 61 23 
Neeaei add eairei colo et cinie ws Seis 23 18 
Sombh Am emed so ois 5 ¢:-5 + aie 27 12 
Other countries............. 41 35 
World-total............ 261 161 


While produced mainly in the New World, silver is nowadays 
“consumed” chiefly in the Far East, where it is hoarded or used as 
money. “Consumed” is, perhaps, not the correct word. Little silver 
is lost to mankind. Much of the silver now hidden in Asia may some 
day come to light again. In fact, the reappearance on world-markets 
in recent years of demonetized Indian coin would seem to belie the 
designation of that country as a sink of the precious metals. India 
used to be the largest single buyer of silver. Latterly, China took 
first place. But the Indian people until the present year have, de- 
spite sales of demonetized metal by their government, bought more 
silver than any country but China. 
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PREFACE 


“New Deal” or “New Era”—the tariff is still with us. 
When President Roosevelt revived William Graham Sum- 
ner’s “forgotten man,” many who had read the original essay 
must have remembered Sumner’s pungent description of the 
tariff as one of the principal methods of mulcting the “‘for- 
gotten man.” This device, said Sumner, “‘consists in deliver- 
ing every man over to be plundered by his neighbor and in 
teaching him to believe that it is a good thing for him and his 
country because he may take his turn at plundering the rest.” 

This is an old issue, but it is forever new. Professor F. W. 
Fetter, of Princeton University, has re-examined it in the 
light of current policies and the experience of the past decade. 

This is the seventh of a series of Public Policy Pamphlets 
which the University of Chicago is publishing. Frequently 
the scholarly journals give no attention at all to problems 
that have an acute but temporary interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable public service by mak- 
ing available to the public whatever special training and in- 
formation it may have at its disposal. The continuation of 
such a series will, of course, depend upon its reception by the 
public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 


Harry D. GIDEONSE 


November 22, 1933 
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THE NEW DEAL AND TARIFF POLICY 


RELATION OF THE TARIFF TO THE NEW DEAL 


No other question of economic policy is as old or has so fre- 
quently engaged the attention of the American public as that 
of the relation of the national government to foreign trade. 
The first legislation passed under the Constitution was the 
Tariff Act of 1789, and from that day to this the tariff has 
been a live issue. Since the Civil War, and particularly in 
the last quarter of a century, there has been general dissatis- 
faction in America over the tariff situation. Even those 
persons who in principle have approved of protective tariffs 
have felt that the legislation was not as it should be. The 
political trading and log-rolling which have been associated 
with the framing of tariff acts, and the notorious fact that 
large contributors to party campaign funds have been the 
recipients of special favors, have made even the friends of the 
tariff feel that “something ought to be done about it.” 

The Hawley-Smoot Act of 1930 had so much of scandal and 
near scandal associated with it that there followed a storm of 
public protest which overrode all party lines. In the presi- 
dential campaign of 1932 the promise of tariff reform held a 
prominent place in the program for the “New Deal.” Demo- 
cratic spokesmen attacked the Hawley-Smoot tariff and 
promised a reduction of rates if their party were returned to 
power. President Roosevelt, re-echoing a thought he had 
expressed many times in the campaign, said in a book which 
appeared after his inauguration that “The outrageously ex- 
cessive rates in that [the Hawley-Smoot] bill, as it became 
law, must come down.”? Despite uncertainty in the minds 
of the public as to just how far and in what way rates were 
to be reduced, the ““New Deal” very definitely promised a 
lowering of the American tariff. It seems certain, however, 


* Looking Forward (New York, 1933), p. 187. 
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that the term “New Deal” made its great appeal to the elec- 
torate of 1932 not so much because of the specific measures 
that it called for as because it held out the promise of more 
nearly equal economic opportunities through the correction 
of those abuses of private economic power and governmental 
privilege that characterized the post-war decade. The tariff 
is related to the New Deal not only because of criticism of the 
Hawley-Smoot Act, but as part of a general philosophy of 
the common man’s place in our scheme of government. 

Many of the previous attempts to reform the tariff, wheth- 
er made by Republicans or Democrats, have not, it must be 
admitted, been highly successful. American history is 
filled with examples of tariff legislation that brought bitter 
disappointment to the public and political disaster to its 
sponsors. The McKinley tariff of 1890 was followed at the 
next Congressional election by the most decisive defeat the 
Republicans had suffered since the Civil War; the Democratic 
tariff of 1894 was, due to the pressure of local interests, so 
clearly a violation of campaign promises that President 
Cleveland in disgust allowed it to become law without his 
signature; the Payne-Aldrich tariff of 1909, passed in re- 
sponse to Republican campaign pledges to reform the tariff, 
disappointed the country and split the party; the Hawley- 
Smoot tariff of 1930 and the public reaction to it is a familiar 
story. 

In large part this disappointing result of so much of our 
tariff legislation has been due to a failure of the public to face 
squarely what the tariff is and what it does. The tariff is too 
frequently discussed in terms of slogans and campaign cries 
rather than in terms of economic and political realities. Tar- 
iff reduction or tariff increase is pictured as a cure-all for 
economic ills, and the public are disillusioned when they find 
that tariff revision, whether upward or downward, consists 
of changing particular rates on particular products, with 
results that always affect some individuals adversely. Only 
if we know what the tariff is, and what its effects are, can we 
have an intelligent judgment as to what ought to be done 
about it. 
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WHAT THE TARIFF IS AND WHAT IT DOES 


Tariff, or customs duty, is simply another term for a tax 
on the importation of goods from a foreign country. Like 
any other tax on commodities a tariff has two effects: it raises 
revenue, and, to the extent that it interferes with the import 
of goods, it alters the economic life of the country by making 
some lines of business more profitable and others less profit- 
able. Most taxes, however, are not imposed for regulatory 
purposes. The reduction in smoking because of the taxation 
of tobacco, or in the use of automobiles because of the gaso- 
line tax, is simply incidental to the major problem of collecting 
money to run the government. On the other hand, the taxa- 
tion of foreign trade—that is, tariffs—has from the very 
beginning been used in the United States both for raising 
revenue and for altering our economic life by discouraging, 
and in some cases practically prohibiting, the import of goods 
from abroad. 

It is evident that there is in some degree a conflict between 
the fiscal and the regulatory purposes of tariffs. If duties 
are so high that no goods are imported, no revenue is collected. 
Earlier in our history fiscal considerations played an impor- 
tant part in the determination of rates. In the last two 
decades, however, with the tapping of new sources of revenue, 
particularly through the income tax, import duties have be- 
come a minor factor in the national budget. Since the World 
War they have furnished about 15 per cent of the revenue, as 
contrasted with over go per cent in the period before the 
Civil War, and with nearly 50 per cent as late as 1913. In 
the determination of the rates in the Fordney-McCumber Act 
of 1922 and the Hawley-Smoot Act of 1930 almost no con- 
sideration was given to their effect on the government re- 
ceipts. In almost every case the criteria used in fixing rates 
were their effect in regulating economic life—that is, in keep- 
ing goods out—and not their effect in producing revenue from 
goods that camein. The tariff is important as a public issue 
today not as a problem in the raising of revenue, but as a 
problem in the use of the power of the state to direct economic 


life. 
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PRESENT TARIFF RATES IN THE UNITED STATES 


The two general tariff acts passed since the World War 
(the Fordney-McCumber Act of 1922 and the Hawley-Smoot 
Act of 1930) have admitted duty free almost all non-agri- 
cultural raw materials? and most agricultural products of 
the tropics, but have placed extremely high duties on almost 
all agricultural products raised in the United States, and on 
manufactured products. The high duties on agricultural 
products are in most cases (wool and sugar are notable ex- 
ceptions) of comparatively little economic importance, be- 
cause they are on articles that are exported rather than im- 
ported. They were imposed primarily for political effect in 
the effort to win farm support for the legislation. 

In 1932 approximately 67 per cent of our imports came in 
free of duty. The average rate of duty on all imports was 
20 per cent; the average rate of duty on dutiable imports 
was $9 per cent. Unless these figures are carefully inter- 
preted, they are certain to give a false impression as to the 
effect of tariffs upon our foreign trade. Such a large per- 
centage of imports come in duty free because the duties on 
other products are so high as to cut down greatly their im- 
portation. If duties were lowered a smaller percentage of 
imports would be in the duty-free category. On the other 
hand if all duties were raised so high that no article subject 
to duty could come in, Ioo per cent of our imports would 
come in duty free, and no duties would be collected. 

Many of the present rates are so high as to be almost pro- 
hibitive. On woolen textiles the duty averages around 75 
per cent; on many types of leather gloves it is over 100 per 
cent; on some kinds of dolls, and straw hats, it is over 150 
per cent; on many steel products it runs from Io0o per cent 
to 200 per cent; on one type of pipe bowl it is over 400 per 
cent. Duties on alcoholic liquors are over 100 per cent in a 
number of cases, in addition to the internal revenue tax. 
The specific duty of 2 cents a pound on sugar is 200 per cent 
of the price of sugar in Cuba, and represents about 40 per 
cent of the present retail price paid for sugar by the American 


2 The Revenue Act of 1932 placed duties on coal, copper, oil, and lumber. 
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public. Men may honestly differ concerning the policy of 
high tariffs, but no one who has an understanding of the sig- 
nificance of tariff statistics can deny that American duties 
are very high. Any intelligent discussion of the American 
tariff must be based upon a recognition of this fact. 


HOW THE TARIFF AFFECTS FOREIGN TRADE 


The common habit of speaking of the United States as ex- 
porting manufactured products to South America, or of buy- 
ing textiles from England, or of shipping wheat to France, is 
likely to obscure the fact that, like domestic trade, foreign 
trade is carried on by individuals in search of profit. New 
England manufacturers sell goods in Europe for the same 
reason that they sell them in Arkansas or Oregon: because 
they expect to make money. American merchants buy goods 
in Argentina or France for the same reason that they buy 
others in Wisconsin or New York: because thus they get a 
better article or pay a lower price than if they bought else- 
where. 

The development of international trade is not determined 
by chance. There are good reasons why some persons in this 
country find it profitable to sell abroad, and why others find 
it good business to buy some goods abroad. Conditions of 
production are more favorable for particular products in one 
country than in another: soil is more fertile, climate is more 
suitable, natural resources are more abundant, labor costs 
are lower, or mass production is more easily applicable. 
Much of the wheat and meat that enters into world-trade 
comes from the broad and fertile fields of Argentina; wool 
and mutton from the semi-arid regions of Australia, not 
suitable for other purposes, but comparatively well adapted 
to sheep grazing; raw silk, which requires much hand labor, 
comes from low-wage Japan; automobiles and machinery 
produced on a large scale, from high-wage United States. 
In the same way there is trade within the United States: 
cotton production in the South, grain production and cattle 
raising in the West, dairy and truck farming near the great 
cities; the manufacture of automobiles predominating in one 
section, tools in another, textiles in another, and shoes in 
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another. This specialization, whether on a national or inter- 
national scale, makes possible a greater production of goods, 
and it is only through more abundant production that a coun- 
try can have a higher standard of living. 

The direction which international trade takes is deter- 
mined by the same influences that determine the direction 
of domestic trade, subject to one important exception: 
tariffs. If a duty of 50 percent is imposed on textiles a 
merchant in Chicago may, because of the increase in price, 
cease buying in England and buy goods made in the United 
States; if every pound of sugar imported from Cuba must 
pay a tax of 2 cents a pound, the American housewife will 
be more likely to buy sugar produced in the United States. 
Further, the question whether an American grain dealer can 
sell profitably in England or an American automobile manu- 
facturer can sell profitably in France is dependent partly on 
the tariffs that the English or French government may have 
imposed on his products, partly on the ability of the English 
or French people to pay for his goods. If British woolens 
and French silks can be sold here, citizens of those countries 
have the dollars which make it possible to buy American 
products. Whenever we restrict the sale of some kinds of 
foreign goods in America we not only encourage the domestic 
production of similar goods, but we also discourage the pro- 
duction of everything that our own people might otherwise 
sell abroad. This does not make more work for Americans; 
it simply means that instead of doing those things in which we 
are most efficient, we are forced to do those things in which 
“we are less efficient. 

Tariffs are a stimulus to those industries whose products 
are “‘protected.” The tariff on sugar helps the producers 
of sugar; the tariff on straw hats helps the makers of straw 
hats; the tariff on textiles helps the textile industry; the tariff 
on onions helps those farmers who produce onions. The rea- 
son that a tariff helps these particular persons is that it raises 
the prices of their products, and thus makes production more 
profitable than it would have otherwise been. On domestic 
production the higher price is paid by the consumer and goes 
to the producer, on imports it is paid by the consumer and 
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goes to the government in the form of tax collections. It is 
sometimes said that a tariff does not raise domestic prices. 
This is seldom true, but in those cases where it is true the 
tariff is no stimulus to domestic producers. 

Direct bounties granted to American producers would 
have the same effect as tariffs on competing foreign products. 
In the case of a tariff the producer gets the stimulus from the 
higher prices; in the case of the bounty he gets a payment 
from the Treasury out of funds taken from the public by 
taxation. By wiping out the entire American tariff and 
substituting for it direct bounties to producers now actually 
protected by the tariff (as distinguished from producers on 
an export basis, and not affected by the tariff) we would have 
essentially the same result that we now get from the tariff. 
Alexander Hamilton, who is frequently credited with being 
the father of the American protective tariff, clearly recog- 
nized this truth that the tariff acted as a subsidy or bounty, 
and he believed that bounties were preferable to tariffs as a 
means of stimulating American manufacturing. In his 
famous “Report on Manufactures” he said of “protecting 
duties” that they: 


.... evidently amount to a virtual bounty on the domestic fab- 
rics, since by enhancing the charges on foreign articles they enable 
the national manufacturers to undersell all their foreign competitors. 
. ... As often as a duty upon a foreign article makes an addition to 
its price, it causes an extra expense to the community for the benefit 
of the domestic manufacturer. A bounty does no more. 


No serious students of the tariff question deny this practical 
identity of bounties and tariffs, as pointed out by Hamilton. 

In the field of the tariff, no more than anywhere else, can 
one get something for nothing. If some producers are en- 
couraged by governmental subsidies, whether tariffs or di- 
rect bounties, others are discouraged. With direct bounties 
this discouragement comes from higher taxes, and a re- 
stricted market for products on which no bounty is paid; 
with tariffs it comes from higher prices paid by the public, 
and a restriction of the markets, both here and abroad, for 
those products which are produced more cheaply here than 


[7] 


abroad and which would ordinarily be exported. A duty 
on sugar is undoubtedly a fine thing for those who are pro- 
ducing sugar in this country, but it raises the cost of living 
for the consumers of sugar and cuts down their purchases 
of other things, and it also reduces the ability of Cuba 
to buy American goods, including many farm products. A 
duty on woolen textiles is a fine thing for the manufacturers 
of textiles, but it raises the price that Americans must pay 
for clothing, and also reduces the ability of England to buy 
our farm products and those manufactured goods that can 
be produced more cheaply here than in England. It is easy 
to see that tariffs raise some prices. A less obvious but very 
important fact is that tariffs also lower other prices: that is, 
the prices of those exported articles whose market abroad is 
reduced by high tariffs on goods coming into the United 
States. There is no denying that one reason for the ab- 
normally low prices of many agricultural products in the 
United States in the last decade is the loss of foreign markets 
resulting from our policy of very high tariffs on industrial 
products. 

To say that a tariff is a subsidy, or that it discriminates 
against part of the population, is not to condemn it out of 
hand. The exercise of all governmental powers in the field 
of taxation or regulation involves some degree of discrimina- 
tion: the taxation of bachelors for the support of schools; the 
building of cement roads with funds taken from those who 
do not drive cars; the granting of low postal rates to news- 
papers and periodicals, involving a deficit which must be 
covered by the taxpayer at large. In the days of the ancien 
régime in France, or of Czarist Russia, legislation which was 
frankly and avowedly discriminatory was defended on the 
ground that there was a privileged class, and that it was prop- 
er and just that its members should be favored at the expense 
of the community. In a democratic government no policy 
can be openly defended on such grounds: it must be on the 
ground that some larger public purpose is served—that edu- 


3 A good discussion of the relation between American purchases of Cuban sugar 
and American exports to Cuba is given in Philip G. Wright, Te Cuban Situation and 
Our Treaty Relations (Washington, 1931), chap. vi. 


[8] 


cation is so important to the general welfare that even those 
who have no children should support it, that the benefits of 
good roads are diffused among the whole people, that news- 
papers and periodicals serve so useful a purpose that they 
should be subsidized by the government. 

Similarly, public support of the tariff in a democracy must 
be based on the belief that the immediate burden upon par- 
ticular individual an hich 
“accrue to ) the community. That is, if the tariff is not to be 
——— mama ——. 

simply a method of granting favors to those who happen to 
control the government, there must be some general concep- 
ape _purpose to be served through this direction 
of economic life. That purpose may be to develop agricul- 
‘ture at the expense of industry, it may be to develop industry 
at the expense of agriculture, it may be to acquire self- 
sufficiency in particular lines for military purposes, it may 
be to prevent international trade on the belief that it is a bad 
thing to have trading relations with outside people.4 








THE TARIFF AND THE AMERICAN STANDARD OF LIVING 


Protection for the stimulation of industry is commonly re- 
ferred to as “infant-industry” protection. It is based upon 
the assumption that whereas freedom of international trade 
may give a greater immediate gain to an agricultural country, 
in the long run the people of the country will gain more by 
hastening its industrial development through artificial 
stimulation. Infant-industry tariffs immediately penalize 
agriculture in the hope of securing an eventual national gain. 
Few economists deny the validity of the infant-industry 
argument for protection, within certain limits. 

Before the Civil War this infant-industry argument was 
the principal defense of protective tariffs in this country. 
The United States is now industrially matured and this argu- 
ment has become of minor importance in recent decades. 
Many of those industries which were once infants are now 
giants, not only underselling their European competitors in 


4The question of national self-sufficiency is discussed in detail in Autarchy: 
National Self-Sufficiency (‘“Public Policy Pamphlets,” No. 5), by Charles S. Tippetts. 
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neutral markets, but in the face of foreign tariffs challenging 
them in their own domestic markets. It is true that we still 
import many manufactured goods from abroad, but these 
imports are much smaller than our exports, and were they 
to be prohibited altogether this would cut down our exports 
of other manufactured goods. Our present tariff system is 
undoubtedly a burden upon agriculture for the benefit of the 
protected industries, but it is also a burden upon many of 
our most efficient industries, which need no tariff protection, 
and which are interested in export markets. 

The infant-industry argument has today lost its economic 
applicability in the United States. The support of the pro- 
tective tariff as a policy in the national interest has shifted 
to other grounds, the most important of which is the “pauper- 
labor” argument. This argument, in brief, runs as follows: 
Low tariffs may be sound policy for other countries, but the 
United States has a special need for very high tariffs on 
account of our high wage level; unless high tariffs are imposed 
foreign goods will come in, throw Americans out of work, and 
ruin our standard of living. 

This specter of a reduction of the American standard of 
living, through a lowering of the tariff, to the level of the 
“sweated” and “peasant” labor of Europe and Asia, is held 
constantly before our citizens. It is undoubtedly a very 
effective appeal. Despite the fact that a raising of tariffs in 
1930 was followed by the most serious economic depression in 
American history, high-tariff advocates still preach that the 
American tariff is the only thing that stands between our 
workers and the standard of living of the Chinese coolie. 
That is, they claim that a lowering of tariff rates would de- 
feat the purposes of the New Deal. 

If our present distress under the highest tariff rates in 
American history did not raise serious doubts in the minds 
of thinking citizens as to the validity of the belief that a high 
tariff insures prosperity, there are other reasons to make one 
pause before accepting the “pauper-labor’” thesis. High 
wages or a high standard of living means that the public re- 
ceive for their work a large share of material things. High 
wages cannot be produced by the politician as the magician 
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produces rabbits out of a hat, they can only result from a 
large amount of production per capita. It is the general 
standard of productivity that sets the wage level: the United 
States, with rich resources, much machinery, and relatively 
small population, has a relatively high standard of living; 
England, with poorer resources, less effective use of ma- 
chinery, and a denser population, has a somewhat lower 
standard; and China and India have extremely low standards 
of living because average per capita production in these 
countries is small. High standards of living, which are the 
result of productive efficiency, express themselves in a wage 
level which all producers must meet. If the American 
standard is $5 a day for workers of given skill and training, 
that wage level is the result, in large part, of rich natural re- 
sources and our facilities for machine production. It is not 
based upon what Americans can do embroidering, making 
cutlery, or growing sugar beets or alligator pears. These 
activities are not so well suited to American conditions, and 
producers in those lines find difficulty in paying the high 
wages set by our more effective industries and lines of agri- 
culture. They cannot meet foreign competition, so the phrase 
goes, and hence, even with high tariffs, imports of these prod- 
ucts continue. 

If one takes a knot-hole view of the economic scene, he sees 
only the fact that the producer in these lines cannot, at the 
American wage level, hire men and compete with foreigners. 
Hence he concludes that the importaton of foreign goods 
lowers American wages. This fails to consider that the im- 
port of these foreign goods make possible the export of those 
goods which can be produced so effectively in America—cotton, 
to which our climate is well suited; wheat, to which machine 
farming methods can be applied; automobiles and ma- 
chinery of all kinds. Keeping out these foreign goods does 
not make more work—it simply means that Americans, in- 
stead of being allowed to raise wheat, cotton, or apples, or 
manufacture automobiles, shoes, or agricultural machinery, 
must turn to sugar beets, requiring exhausting hand labor, 
to vegetables which can be raised under more favorable con- 
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ditions in tropical regions, or to fine textiles or hats which can 
be produced more cheaply abroad. 

Most of the confusion on this matter arises from a failure 
to distinguish between the prosperity of groups and the pros- 
perity of the whole nation. No one can deny that a high 
tariff enables some producers to make more money than they 
otherwise would, and in their particular industries to employ 
more men or pay higher wages than they otherwise would. 
That is not the point—the point is whether the whole nation 
has a higher standard of living as a result of such measures. 
The payment of direct bounties to producers is undoubtedly 
a fine thing for producers and sometimes for their employees; 
likewise, the payment of veterans’ relief to able-bodied men 
raised the standard of living of the beneficiaries, but few peo- 
ple believe that an indiscriminate granting of bounties or 
veterans’ relief makes a country prosperous, or raises its 
standard of living. 

Despite our high wage level, we export more goods than 
any other country in the world. Practically all of these go 
to countries with standards of living lower than our own. 
Among our best customers are those countries whose “pauper 
labor” is supposed to be a great threat to American living 
standards. We even sell wheat to the Chinese, and rice to 
the Japanese. Evidently these purchases by “pauper-labor” 
countries of goods made in our high-wage country would not 
be possible unless the relation between productivity and 
wages were substantially as indicated above. It is interest- 
ing to note that in these low-wage countries there is just as 
much fear of the menace of American high-wage competition 
as there is here of foreign low-wage competition. The argu- 
ment is made abroad that it is impossible to compete with 
American workers who are so efficient that they can be paid 
high wages. Whatever one may think of tariffs on other 
grounds, there is no reason for having a special policy in the 
United States on account of our high standard of living. No 
matter what our standard of living may be, there will be 
some things which we will produce more cheaply than other 
countries and export abroad, and there will be other things 
which we can buy more cheaply abroad. This would be true 


[12] 


were our standard of living doubled; it would be true were 
our standard of living the lowest in the world.s 

It is significant that the pauper-labor argument was almost 
unknown in the first forty years of American tariff contro- 
versy. Our tariffs from 1789 to 1816 were very low, yet 
American workmen had the highest standard of living of any 
workers in the world. There was no point in urging a tariff 
to protect American workmen against the menace of “‘pauper 
labor” when this high American standard of living had been 
established and maintained for decades without a tariff. In 
fact, one of the principal arguments made against protection 
in early American tariff debates was that we had such high 
wages as a result of our great productivity in agriculture that 
it was foolish to try to compete with Europe in manufactur- 
ing. Alexander Hamilton spent some time in answering this 
argument, and among other things pointed out that the diffi- 
culty might be met by child labor and the employment of 
women, and that wages might be lowered through bringing 
in foreign immigrants. Only after high tariffs had been in 
effect for some years was the claim made in political argu- 
ments that high wages, which had long antedated protection, 
were the result of high tariffs. 


THE TARIFF AND OUR FOREIGN INVESTMENTS 


The tariff presents peculiar problems to a country like the 
United States which has large investments abroad. Al- 
though international loans are expressed in terms of money, 
it is almost entirely through the shipment of commodities 
that the proceeds are transferred from the lender to the bor- 
rower. The many billions of dollars of war loans, and the 
great private investment abroad between 1920 and 1930, repre- 
sented no net decrease of the gold supply of the United States, 
but rather it took the form of the shipment of commodities 
in return for which Americans received a promise to pay 
interest at regular intervals and to repay the principal at 


5 A very readable discussion of this subject is given in more detail in Professor 
Taussig’s article on “How the Tariff Affects Wages,” which appeared in The Atlantic 
Monthly for June, 1919, and is reprinted in his book, Free Trade, the Tariff, and Reci- 


procity. 
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some future date. These payments are to be in terms of 
money, but it is only through the shipment of goods that for- 
eign debtors can ever acquire any such sums in this country. 

Hence, when the United States is a creditor—that is, has 
sums payable to it from abroad—high tariffs not only affect 
its industries and agriculture, but they affect those persons 
who have invested money abroad. These foreign invest- 
ments are held mainly, not by Wall Street bankers, but by 
investors scattered throughout the country, including small 
banks, the traditional widows and orphans, business and 
professional men, and charitable and educational institutions. 
Evidently, if goods are not sold here in excess of the goods 
bought, money cannot be obtained.® Unless the debts are 
paid in turn by borrowing new funds, the loans must go into 
default. In any case, a country which is a large net creditor 
must expect, sooner or later, to have its imports exceed its 
exports, that is, if it desires to be paid interest and principal 
on its foreign investments. That has been the position of 
Great Britain for generations; it would be the position of the 
United States today were it not that a large part of our 
foreign lending of recent years is in default. 

Finance is dependent upon trade—it cannot exist without 
it. The policy of official Washington for the decade after 
1g20—encouragement of immense foreign loans, insistence 
upon payment of the war debts, passage of tariff legislation 
that increased greatly the difficulty of repaying these loans— 
failed to recognize this relationship. Whatever be the de- 
tails of the policy which the New Deal brings forth, there 
should be a recognition of the connection between inter- 
national trade and international finance. If high tariffs are 
maintained, the only sound financial policy is to discourage 


6 It is, of course, possible for debtor countries to obtain dollar exchange not only 
by commodity exports, but also by “invisible” exports. Since the World War large 
amounts of dollar exchange have been created through “invisibles,” particularly the 
expenditure abroad by American tourists. The extent to which large debt payments 
can be made in this way is limited, however, and in any case the proposition still 
holds good that high tariffs increase greatly the difficulty of repaying international 
debts. 

A good discussion of this subject is found in James Harvey Rogers, America 
Weighs Her Gold (New Haven, 1931). 
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in every way private investment abroad, and to make no 
further governmental loans to foreign countries unless it is 
understood that those loans are nothing but gifts. This 
question is particularly timely because of the recent R.F.C. 
loans to China, and the discussion of private or governmental 
credits to Russia. In the popular enthusiasm over the pros- 
pect of increased exports, very little thought has been given 
as to how foreign loans are repaid. We are leaving a heritage 
of trouble for the administration of 1945 or 19S0 if loans are 
now made without any consideration of the relation of repay- 
ment to tariff policy. A big export trade financed by private 
or governmental loans is a fine thing at the time for those 
who sell the goods, but if the loans are never repaid it will be 
the American investor and the American taxpayer who will 
pay for the party. The New Deal should profit from the 
mistakes of the “New Era.” 


NATIONAL PLANNING AND THE TARIFF 


Within recent years there has been a general trend in all 
countries toward irection of economic life. 
This so-called “social control’ or “national planning’”’ has 
been embodied d in several of the measures of the New Deal. 
The statement is sometimes made that proposals for a_reduc- 
tion of tariffs are out of accord with this general development 
—that at a time when we are moving toward more control 
of economic life it is incongruous to move away from control 
in the field of foreign trade. By implication, if not by direct 
statement, this movement toward “national planning” is 
made a defense of existing tariff legislation, or even an argu- 
ment in favor of raising duties. 


Two propositions are involved in this association of the 
ay 


tariff and a program of “national planning”: that the 


overnmental regulation of foreign trade is consistent with 
“national planning” second, that the present _tarift legisla- 
tion in Unit s, or even a further raising of rates, 
is in the public interest. It should be obvious that, although 
the first statement may be true, the second does not neces- 


sarily follow from it. 
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If the term “national planning” is not to be a bitter jest 
meaning that those who happen to be in control of the govern- 
ment are going to “plan” things to enrich themselves and 
their friends, those plans must involve some concept of the 
general welfare. Few persons pretend that our tariff legis- 
lation has been written with any such idealsin mind. If there 
are those who naively believe that recent American tariff 
legislation was written in response to a great public aspira- 
tion, or that it represents the victory of nationalism over inter- 
Gubiaaabevs it would be an education to read the debates on 
the Hawley-Smoot Tariff Act. Through the thousands of 
pages of the debate the point that stands out above all others 
is that the various local interests of the United States looked 
out for themselves, regardless of any concern for the national 
welfare.” It is difficult to conceive of any philosophy of “na- 
tional planning” that would warrant selecting pipe bowls for 
a duty of 400 per cent; it is hard to see why the use of do- 
mestically manufactured cutlery, gloves, or plate glass, is so 
essential that the cost to the public should be burdened with 
duties of from 100 per cent to 200 per cent. Duties on oil, 
copper, manganese, and lumber, whose effect is to cause a 
more rapid exhaustion of our natural resources, could not be 
fitted into any “national planning” program. Our present 
tariff legislation has been framed without any consideration 
of its relation to American investments abroad. 

There is a great difference between the proposition that the 
tariff is in form “national planning,” and the proposition that 
our present tariff legislation incorporates a tenable ideal of 
“national planning.” The granting of special concessions 
to the favorites of Tammany Hall, and the famous Teapot 
Dome oil leases, represented, it is true, a direction of economic 
life by governmental action. To assume, however, that an 
increase in governmental functions is a justification for the 
continuance and extension of these particular methods of 
controlling business or developing the public domain, is no 
more bizarre than the idea that the maintenance of existing 


7 The writer’s article on “Congressional Tariff Theory,” which appeared in the 
September, 1933, issue of the American Economic Review, deals in more detail with 
this aspect of our present tariff legislation. 
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tariffs, or their increase, should be a part of a planning pro- 
gram. - 
RECENT ATTEMPTS TO REFORM THE TARIFF 
An important reason for the extremely unsatisfactory na- 


ture of American tariff legislation in recent decades is the 
unwillingness of the public to face the real tariff issue. Until 


some years So tariff, whether 
for good or for evil, had _a definite purpose: the fostering of 
industrialization, Early supporters of the tariff, like Hamil- 
ton, had recognized that the tariff was an y> 
that it was discriminatory, and it was for these reasons that 
they favored it. Opposition to the tariff was based on the 
Some Premise Oe ee tart was_discriminatory. This 
original purpose of the tariff is no longer important and the 
public today have lost their bearings; they do not know where 
they are or whither they are going. We have forgotten that 





and turns the proceeds over to others. We prefer to believe 
that it consists in getting something for nothing. It is de- 
fended as a means of benefiting everyone. It is criticized 
largely on the ground that the Christmas gifts have not been 
equitably distributed by the Santa Claus in Washington 
rather than on larger grounds of national policy. 

This situation explains in large part the popularity of two 
proposals for tariff reform which have been brought forward 
in recent years. These are equalization of costs of produc- 
tion—the so-called “scientific tariff’ —and “tariff equality” 
for agriculture. Under the equalization of costs of produc- 
tion plan, if it cost 2 cents a pound to raise sugar abroad and 
§ cents to raise it here, the duty should be 3 cents; if it cost 
$1.50 to make a straw hat in this country and 80 cents abroad, 
the duty should be 70 cents. Production costs would be 
worked out for every article, and duties changed from time 
to time as these costs changed. Thus, according to the 
sponsors of this idea, there would be no room for argument: 
every rate would be determined by “scientific method,” all 
American producers would be in a position of equality with 
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the foreign competitors, and the whole matter would be taken 
out of politics. 

To many persons such an idea has seemed to contain the 
solution to the tariff problem. At first glance it appears so 
reasonable and fair. When, however, we consider why inter- 
national trade takes place, it is apparent that equalizing pro- 
duction costs does not get us out of the tariff impasse. The 
difference in production costs is what makes trade possible: 
if there were no difference there would be no trade. If this 
so-called “scientific tariff’ were consistently applied it would 
mean a stoppage of all foreign trade. The reason why 
Americans import coffee, sugar, wool, fine cameras, woolen 
textiles, and fine silks is that they can be produced more 
cheaply abroad; the reason we export wheat, cotton, auto- 
mobiles, shoes, apples, corn, and many other articles is that 
we can produce them more cheaply than they can be produced 
abroad.® 

The demand for “tariff equality” for agriculture arises 
from the well-founded belief that in the framing of American 
tariff legislation industry has secured more advantages than 
agriculture. Our early tariff legislation was avowedly for 
the purpose of giving industry a temporary subsidy in order 
to have a better balanced national economic life. Early 
tariff legislation, however, had considerable support from 
the farmers themselves, who believed that they would eventu- 
ally benefit from the creation of a larger domestic market for 
their products. After the Civil War, as these supposedly 
infant-industry tariffs were not only maintained but in- 
creased as their beneficiaries grew to manhood, the West 
became extremely restive under a system which apparently 
brought it few benefits but raised the price of almost every- 
thing it bought. 


8 An excellent and very readable discussion of the proposal to base tariff rates on 
differences in production costs is Professor Taussig’s “Cost of Production and the 
Tariff,’ which appeared in the Atlantic Monthly for December, 1910, and is repub- 
lished in his book, Free Trade, the Tariff, and Reciprocity. 


Those who wish to study this matter in detail should consult T. W. Page, Making 
the Tariff in the United States (New York, 1924). 
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Mr. Hoover, in the campaign of 1928, promised limited 
tariff revision in order to extend the benefits of the tariff to 
agriculture. A very serious difficulty, however, in any at- 
tempt to give “tariff equality” to agriculture is that most of 
our staple agricultural crops, such as corn, wheat, and cot- 
ton, are on an export basis, and protective duties, even when 
placed on the statute books, are almost meaningless. The 
term “tariff equality” had a Delphic vagueness: to practical- 
minded politicians it meant sufficient concessions to the West 
to hold them to their traditional party loyalty, but it soon de- 
veloped that realistic spokesmen for western agriculture meant 
by the term something very different from a few almost mean- 
ingless duties. Recognizing that, when a principal cause of 
the farmers’ economic distress was low prices on his exports, 
putting a duty on these products did no good, the corn-belt 
statesmen insisted that under “tariff equality” agriculture 
must have a subsidy in the form of an export bounty to offset 
the subsidy in the form of a tariff which was given to the 
eastern manufacturers. The East rebelled against what it 
termed the “unsound” policy of paying a subsidy to agri- 
culture, and the debenture was stricken from the bill. 

Whatever one may think of the wisdom of an export de- 
benture, the logic of the western position is unquestioned. 
Unless we assume that there is a particular virtue in manu- 
facturing which justifies, on grounds of national policy, sub- 
sidizing it at the expense of agriculture, there is no reason 
why agricultural export bounties should be withheld as long 
as our present tariff duties remain in force. 

“Tariff equality,” alluring as the phrase may seem, is no 
answer to the question of tariff policy. In its eastern mean- 
ing of putting duties on agricultural products, most of which 
are exported, it is in effect a proposal that our less efficient 
industries be permanently subsidized by agriculture and our 
more efficient industries. In the western sense of agricultural 
subsidies (either export bounties, or the provisions in the 
Agricultural Adjustment Bill of 1933)s “tariff equality” 
means setting up costly machinery i in an effort to offset the 
effects of industrial protection. If a protective tariff is to 
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accomplish anything, whether good or bad, it must be dis- 
criminatory. 


WHAT THE NEW DEAL HAS DONE 


As yet the New Deal has produced nothing in the way of 
tariff reduction. Rather it has threatened further tariff in- 
creases. This situation is in part due to the nature of the 
Democratic attacks on the tariff in the 1932 campaign. A 
few Democratic leaders, notably the now Secretary of State, 
Cordell Hull, Senator Edward P. Costigan, and Newton D. 
Baker, took a strong stand for tariff reduction on grounds of 
national policy. President Roosevelt, however, and many 
other Democrats, despite their vigorous attacks on the Haw- 
ley-Smoot Act, based their criticisms not on fundamental 
considerations of tariff policy, but on the alleged abuses com- 
mitted by the Republicans in the framing of legislation. This 
lack of a fundamental tariff philosophy has borne unfortunate 
fruit in the months since March, 1933. It was the Republi- 
cans rather than the tariff that most of the Democrats had 
attacked in the campaign. The Republicans were disposed 
of in November, 1932, but the tariff problem was still there 
after March 4, 1933. President Roosevelt’s statement during 
the campaign in regard to tariff rates was that they should 
be based on differences in “production costs” —a meaningless 
proposition unless implemented with a positive policy in 
favor of reduction in rates. With the pressure from many 
Democratic Congressmen against reduction of rates on prod- 
ucts in which their constituents are interested, the campaign 
statements on the tariff have, in the absence of definite poli- 
cies and a constructive tariff philosophy, been almost for- 
gotten in the exciting developments of 1933. 

Two New Deal laws have granted to the President author- 
ity to increase tariff rates—an authority which if used to the 
full would permit a very great increase of rates. The Emer- 
gency Farm Relief Act permits the imposing of an additional 
import duty on the “basic commodities”—wheat, cotton, ~ 
field corn, hogs, rice, tobacco, and milk and its products— 
equal to the tax imposed on the internal processing of those 
products. This additional duty, if imposed, would be of 
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little practical benefit to the farmer, as the few of these 
“basic commodities” which are imported into the United 
States come only in very small amounts. If these additional 
duties were imposed they would have comparatively little 
economic effect. Like so many agricultural duties in the 
Hawley-Smoot Act, their principal effect would be to create 
further ill-will abroad and make likely retaliatory action 
against American exports. 

The National Industrial Recovery Act authorizes the Presi- 
dent to restrict or prohibit imports that seem to endanger the 
maintenance of a code. The idea is that as costs will be 
raised by the provisions of the NRA, American manufacturers 
should be entitled to increased tariff protection. Of course 
the NRA will raise costs, but it also raises them in the export 
industries. There is no more reason to give increased tariff 
rates because of the NRA than there is to give export boun- 
ties. This apparently fair and reasonable proposition in the 
NRA amounts to saying that a selected group of producers— 
those whose products happen to face foreign competition 
here—are to be given a subsidy to offset their increased costs 
but the rest of the community is not to get a like subsidy. 
Even granting that industries that face foreign competition 
in the American market are so important that they should be 
subsidized at the expense of the community, there is no 
reason at present (November, 1933) to warrant an increase 
in duties. The cost of foreign exchange has risen $0 per cent 
since April, 1933—far more than the costs in American in- 
dustry. On the premises of the high protectionists, this 
would call for a decrease, not an increase of duties, as a result 
of developments since April. Yet appeals are pouring into 
Washington from tariff beneficiaries who see in this pro- 
vision an excuse for getting higher duties. If official Wash- 
ington does not keep its feet on the ground, this provision for 
the increase of duties under the NRA could lead to the worst 
sort of abuse. 

Two moves toward tariff reduction came to naught. 
Shortly before the Economic Conference opened in London 
it was expected that President Roosevelt would ask Congress 
for authority to negotiate special reciprocity agreements with 
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foreign countries, by which our tariffs would be reduced, on 
selected commodities, not by general Congressional tariff 
legislation, but by treaties which would simultaneously pro- 
vide for the reduction of foreign tariffs on American exports. 
For reasons which are not clear to the general public, the 
authority was not asked for. It was also expected that the 
American delegation to the Economic Conference would 
propose for a blanket reduction of 10 per cent in tariff rates 
in all countries, but no such proposal was made. 


POSSIBLE ROADS TO TARIFF REDUCTION 


The tariff reduction aspects of the New Deal have thus 
been put in temporary eclipse by the dramatic developments 
in other lines. But despite the emphasis on an American 
recovery program that turns its back on the rest of the 
world, the international ramifications of prosperity and de- 
pression are so great that the question of our foreign trade 
cannot be ignored. If one believes that it is to the interest 
of the United States to reduce tariffs, positive policy is neces- 
sary, as existing duties remain in force until new legislation 
is passed. 

For reasons which have been indicated above neither 
“equalization of production costs” nor “tariff equality” for 
agriculture offers any solution. Any realistic and practical 
proposal for tariff reduction must recognize two facts: (1) 
that we now have a system of very high duties, and (2) that 
there are serious political difficulties at the present time in the 
way of general revision of the tariff by Congressional action. 
These premises necessarily influence the nature of any plan 
for tariff reduction. 

Since a considerable part of protected industries and lines 
of agriculture have become adjusted to doing business on the 
basis of tariff subsidies, tariff reduction must be gradual. 
This does not mean that tariff beneficiaries have a vested 
interest that should endure in perpetuity, but that they 
should be given the same consideration given to any re- 
cipients of a governmental bounty: that bounty should not 
be withdrawn so abruptly as to disrupt an industry or those 
dependent upon it. 


[22] 


Although the tariff is generally talked about as a matter 
of principle, in practice it consists of particular rates appli- 
cable to particular products. The tariff is discussed as a 
problem in economic theory; tariff legislation is drafted as a 
problem in political strategy. Even though everyone might 
agree as a matter of principle that tariff rates should come 
down, if every Congressman insists that rates on the products 
of his constituents must be maintained or raised, and if as a 
price for this he must support the similar interests of other 
Congressmen, we get in practice the paradox of rates going 
up when in principle people believe that rates ought to go 
down. Such a situation was responsible for the runaway in 
the Hawley-Smoot Bill, which was supposed to be a limited 
revision for the benefit of agriculture; it resulted in the 
introduction of duties on coal, lumber, oil, and copper, into 
the Revenue Act of 1932 through the support of many of the 
same Congressmen who had denounced most violently the 
Hawley-Smoot Act. It is the general opinion of those who 
keep their ears to the political ground in Washington that the 
failure of the administration to take steps to reduce the 
tariff is due in large part to the opposition of influential mem- 
bers within the party to the reduction of rates on the prod- 
ucts of their powerful constituents. 

Although it is the popular thing to attribute this situation 
to some moral defect in the make-up of Congressmen, it 
really has its basis in an idea of prosperity held by a large 
proportion of the public. This idea, which has been par- 
ticularly strong in America in the years since the World War, 
is that the way to make the nation prosperous is for the gov- 
ernment to make all individuals prosperous by granting sub- 
sidies or favors in one form or other. Even those hard- 
headed people who see the fallacy of such a plan for national 
prosperity as applied to veterans’ relief, and were scandalized 
at the idea of “unsound” schemes like the export debenture 
intended to benefit the farmers, still move in the getting- 
something-for-nothing fairyland when the tariff is up for dis- 
cussion. The legendary community where everyone is rich 
through taking in the neighbors’ wash and charging a high 
price for the service is supposed to be a joke; but the American 
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public have come tacitly to accept the idea that we can all 
get rich by having the government give us something and 
cover the cost by collecting from the neighbor. Evidently 
a good many individuals can get rich that way, but everybody 
cannot get rich that way. The fundamental difficulty rests 
on a public attitude, and as long as tariff legislation must be 
framed by responsible legislative bodies we cannot expect 
legislative thought to be much in advance of popular thought. 

Hence tariff reduction as an ideal must necessarily differ 
from tariff reduction as a political possibility. Recognizing 
that public opinion is not likely to change over night, what 
sort of a New Deal is possible with existing machinery and 
existing opinion? There are two types of programs that 
might be adopted, either singly or together, by Congressional 
action, which would permit tariff reduction without throwing 
the discussion of individual rates into the Congressional 
arena: (1) a flat percentage reduction of, say, 10 per cent of 
all rates, to be repeated one or more times at stipulated in- 
tervals; (2) the fixing of a maximum rate of duty, say 7§ per 
cent, and the substitution of direct bounties in all cases where 
it is thought desirable to subsidize a domestic industry in 
excess of this figure. 

A flat percentage reduction of 10 per cent would mean 
that a rate of So per cent would be reduced to 4§ per cent, a 
rate of 80 per cent to 72 per cent, a rate of § cents a pound 
to 4} cents a pound, andsoon. There would be no argument 
about particular rates, the only question presented to Con- 
gress would be the amount of the blanket reduction. There 
are undoubted logical objections to such a method of reduc- 
tion: it in no way touches the relative position of existing 
rates which were the result of notorious political trades; and 
it might in some cases disturb delicate relationships between 
duties on raw materials and finished products. It is “un- 
scientific,” and yet whatever inequities might result would 
be minor compared with maladjustments of rates in many 
general Congressional tariff revisions. A method along 
these lines was used in the United States between 1833 and 
1842; and in the past two years has been frequently suggested. 
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The existing tariff schedules contain many duties ranging 
from 75 per cent to 400 per cent. In most cases it is impos- 
sible to see any public interest that is served by them. 
Political trading explains the great majority of these exorbi- 
tant duties. Their extreme height is almost always con- 
cealed by a specific or compound duty (a specific duty in con- 
junction with an ad valorem duty). By general legislation 
provision should be made that all duties over 75 per cent be 
reduced to that figure by four or five reductions, spread 
over a period of years. For example, a duty of 300 per cent 
might immediately be reduced to 2$0 per cent, and then for 
three years reduced $0 per cent a year, and then be reduced 
to the maximum figure of 75 per cent. If necessary, provide 
bounties for any products considered essential, say for such a 
purpose as military defense. If the public are willing to pay 
for the domestic production of such articles, all well and good, 
but they should know that they are paying, and not believe 
they are getting something for nothing. That is the advan- 
tage of the direct bounty over the tariff. 

Such a program has the advantage of comparative sim- 
plicity and the possibility of immediate application, and 
avoids Congressional discussion of particular rates except as 
regards the payment of direct bounties. Captious critics 
can point out flaws in its logic. But it offers a program for 
bridging a gap between the widespread dissatisfaction in 
principle with our high tariff and the undoubted political 
difficulties of reduction by general Congressional revision. 
It reduces to a minimum the curse of American tariff legis- 
lation—the swapping of favors, euphemistically referred to 
as Congressional courtesy. 

This would leave for a later date a general Congressional 
overhauling of tariff rates, with the purpose of changing the 
relationship of rates, and if deemed desirable, making further 
reduction in the maximum height of duties. Any such plan 
of tariff reform would have to face, among the other things: 
the question of the duty on sugar and wool, which can be pro- 
duced much more cheaply abroad and whose heavy taxation 
is a continuing burden on the American public; and the duties 
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on exhaustible raw materials, such as lumber, coal, manga-_ 
nese, copper, and petroleum. 

Whatever the particular policy which is followed, any 
sound program must recognize that the tariff is a subsidy, 
and that it is of necessity discriminatory. When public opin- 
ion changes from the view that high tariffs consist in getting 
something for nothing to the view that high tariffs consist in tax- 
ing someone for the benefit of someone else, the groundwork will 
have been laid for a genuine reform in American tariff policy. 


SUGGESTED READING 


Readers who are interested in studying the tariff question 
in more detail will find useful, in addition to the references 
already given in the footnotes, the following works. 


Sir WitiraM Beveripce. Tariffs: The Case Examined. By a Com- 
mittee of Economists under the Chairmanship of Sir William 
Beveridge (London, rev. ed., 1932). 

This book is concerned primarily with the English situation, 
but much of the discussion is applicable to American conditions. 
It is intended for the layman, and gives a very understandable 
treatment of many of the more intricate problems connected with 
tariff policy. The general conclusions are favorable to the retain- 
ing of free trade by England. 


Percy W. Bipwett. Tariff Policy of the United States (New York, 
1933): 
A good discussion in brief form of American experience with 
reciprocity agreements. 


F. W. Taussic. Some Aspects of the Tariff Question (Cambridge, 
3d ed., 1931). 

The author, who is professor of economics at Harvard, was the 
first chairman of the United States Tariff Commission. The book 
discusses in non-technical language the “infant-industry argu- 
ment,” the relationship between the tariff and wages and prices, 
and traces historically the effect of the tariff upon several Ameri- 
can industries. 


. The Tariff History of the United States (New York, 8th ed., 


1931). 
The standard history of American tariff legislation, covering 
the period from 1789 through the Hawley-Smoot Act of 1930. 
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The Australian Tariff: An Economic Enquiry (Melbourne, 2d ed., 
1929). 

This is a report by a committee appointed by the Prime Minister 
of Australia. A considerable part of the report deals with the de- 
tails of the Australian tariff situation, but there is an excellent 
discussion of tariff principles that is pertinent to American prob- 
lems. The report is noteworthy for its recognition of the fact that 
the tariff is equivalent to a bounty to selected producers, and its 
emphasis on the need for a definite policy as to the objectives to 
be sought from the tariff. The conclusions are favorable to moder- 
ate industrial protection for the purpose of giving Australia a 
more diversified economic life. 
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PREFACE 


This is a polite age. The old saloon or speak-easy is called 
a “tavern.” Enforcement is concealed in a vocabulary of 
“compliance.” Economic regimentation is euphemistically 
described as social “planning.’’ And—last but certainly not © 
least—debasement of the currency is advocated under the 
label of “devaluation.” 

What is “devaluation”? What are the objectives of those 
who advocate it? Is it relief to debtors? Or expansion of our 
exports? Or the attainment of a higher price level? Can we 
reach those varied ends by this method? 

Professor Hardy, of the Brookings Institution and the 
University of Chicago, is well known for his work on mone- 
tary and banking subjects. His Credit Policies of the Federal 
Reserve System is a recent and distinguished contribution to 
the literature in this field. 

This is the eighth of a series of Public Policy Pamphlets 
which the University of Chicago is publishing. Frequently 
the scholarly journals give no attention at all to problems 
that have an acute but temporary interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable public service by mak- 
ing available to the public whatever special training and in- 
formation it may have at its disposal. The continuation of 
such a series will, of course, depend upon its reception by the 
public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 

Harry D, GIDEONSE 

November 25, 1933 
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DEVALUATION OF THE DOLLAR 


During the last two years there has been much talk about 
the desirability of “devaluing” currencies, and particularly 
the currency of the United States; that is, of reducing the 
amount of gold which makes a legal coin, or in the absence of 
gold coinage, the amount of gold which the government agrees 
to pay out on demand in redemption of its paper currency. 
In the main, this suggestion comes from those who are con- 
vinced, for one reason or another, that the money supply 
should be increased, and the value of money thereby reduced, 
though recently the idea has gained support among those who 
oppose the whole inflationist program. These reluctant re- 
cruits regard devaluation as the lesser of two evils, the greater 
evil being the continuance of the present arrangement. In 
this pamphlet we shall appraise the devaluation program as a 
means of effecting positive social benefits, not as a mere con- 
cession to political necessity. 

As the commodity basis of currency for the past half-cen- 
tury has been gold in nearly all the leading countries of the 
civilized world, we shall in the discussion ignore alternative 
forms of metallic redemption and speak only of the gold stand- 
ard, though most of what is said would be equally applicable 
to a silver or a bimetallic currency. 

The questions which we seek to answer may be summarized 
as follows: 

1. What is “devaluation”? With reference to gold coins 
and paper actually convertible into gold, the answer is ob- 
vious, but what does devaluation mean in the case of a paper 
currency which has only a nominal gold equivalence? 

2. What are the objectives of devaluation? Is it primarily 
intended to relieve the government of a part of its obligations, 
or to control foreign trade, or to relieve debtors, or to stimu- 
late business? 

3. What is the ethical basis of devaluation as a means of 
relieving debtors? 
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4. What is the probable after-effect of devaluation on the 
creation of capital? Will it undermine thrift, or prevent the 
destruction of the spirit of enterprise? 

5. What would be the effect on business activity of the 
rise in prices which is expected to accompany devaluation? 
And if a gain is to result, what must be the relation between 
price advance and wage advance? 

6. What are the channels through which devaluation would 
affect prices? How effective a device for price boosting is it? 

7. Finally, what do theory and experience teach as to the 
probable effect of devaluation on export and import trade? 
Is it an effective method of international trade competition? 
And if so, what counter measures are to be anticipated from 
other nations? 


I. WHAT IS DEVALUATION? 


There are, in fact, three types of devaluation, so different 
in character that it is unfortunate that the same word is ap- 
plied to them. One case, and this is the one for which the word 
is most appropriate, is a reduction in the redemption value of 
a currency which is already actually redeemable in gold. The 
second type, which is not a genuine devaluation at all, con- 
sists of a change in the zominal redemption value of a cur- 
rency which is not actually redeemable after the change is 
made. Such a case was the change in the nominal redemption 
value of the Austrian currency in 1892. The third case, which 
may or may not involve a genuine devaluation, is the re- 
establishment of gold redemption of a depreciated paper cur- 
rency, at less than the old par. Such transactions were very 
numerous in Europe in the years from 1924 to 1928. France 
revalued its currency in 1927 at about one-fifth its old gold 
value, after more than a decade of fluctuating irredeemable 
paper. Italy stabilized in 1928 at about one-fourth its pre- 
war gold standard. Austria revalued the paper crown at the 
rate of I to 14,400; Czechoslovakia at about I to 6. 

Cases of this last type constitute nominal, but not neces- 
sarily economic, devaluations. Legally, the new unit is 
“worth” less than the old, but the economic effect is not a 
question for the lawyer. Economically—that is, for all prac- 
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tical purposes—a currency which is put back on gold is not 
devalued unless the new value is in fact lower than that 
which has been maintained during the period immediately 
preceding revaluation. 

In stabilizing a currency the preliminary task of the mone- 
tary authority is twofold: to determine what new redemption 
value would most closely correspond to the actual current 
value of the currency; then to decide whether it is desirable to 
fix a corresponding redemption value, or to revalue upward or 
downward from it. A revaluation which legally reduces the 
value of paper money may actually increase it, or leave it un- 
changed. 

Unfortunately, determination of the gold value which 
would correspond to the current purchasing power of a cur- 
rency is a matter of great difficulty. The test which is easiest 
to apply is the state of the exchanges of gold-standard coun- 
tries. But this “external” value frequently gets far out of line 
with the “internal” value, which is the power to buy goods 
and services within the country, and the objective in choosing 
a revaluation level is primarily to avoid disturbance of the 
internal price level, or to change it in a way deemed desirable. 
At the present time (November, 1933) it is clear that the 
dollar has depreciated much more in the foreign exchange 
markets than it has in its domestic purchasing power. Such 
discrepancies often persist for long periods. 

Second, the internal purchasing power is not a simple thing 
which can be measured directly and accurately. Different 
prices are differently affected by currency depreciation; the 
net change must be estimated by averaging quotations, and 
the results are greatly affected by the choice of an index. 

Moreover, if we could ascertain with accuracy that our 
money has depreciated in purchasing power by a certain 
amount, say S0 per cent, it does not follow that re-establishing 
gold redemption at a §0 per cent devaluation ratio would 
freeze the price level. The very fact that a currency becomes 
redeemable will affect its value. On the one hand the money 
will be more valued as a medium of saving; this will slow down 
its circulation and increase its value. On the other hand, funds 
which have been driven abroad in fear of further depreciation 
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will return; this will raise the prices of domestic securities and 
of investment goods. 

The reluctant recruits of the devaluation army, who have 
come to it because of political opportunism, are really advo- 
cates of “revaluation”; they seek primarily the re-establish- 
ment of the gold standard, and not a further reduction of the 
value of money. The sincere opponent of all genuine devalua- 
tion schemes can well afford to accept a moderate reduction 
in the nominal gold content of the dollar, if given assurance 
that the new value will be maintained. Whether such a meas- 
ure would constitute a real devaluation would depend on the 
relationship between the new redemption value and the 
amount of depreciation which the paper dollar had already 
suffered. And it is to be repeated that the level of revaluation 
which would result in a given price level is largely conjectural. 
It depends chiefly on the extent to which the rise in prices 
that has occurred since the gold standard was abandoned is 
due merely to loss of confidence, confidence which would be 
re-created by the restoration of a gold standard. 

The arguments for and against devaluation are much the 
same, whether the case is one of devaluation of a gold cur- 
rency by reducing its weight, or of devaluing a paper currency 
by restoring gold redemption at a rate lower than would cor- 
respond to the current purchasing power, except that in the 
latter case there are more elements of uncertainty as to the 
results. The main issue is the justification for a planned re- 
duction of the value of a currency, followed by gold redemp- 
tion or circulation of gold coinage—regardless of whether the 
currency to be devalued is already on a gold basis. 


II. OBJECTIVES OF DEVALUATION 


Devaluation of gold standard currencies without an inter- 
vening period of irredeemable paper has been rare in modern 
times, though it was common in medieval and early modern 
times, when it was called debasement of the currency. The 
purpose of these medieval devaluations was apparently al- 
ways the same, namely, the profit of the king’s treasury. By 
reducing the weight of coin, or by increasing the proportion 
of base metal to gold or silver, a temporary source of revenue 
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could be tapped. Though in the end the value of the debased 
coins might become so low as to wipe out the gain from de- 
basement, this was not the immediate result. Many prices, 
including most wages, adjusted themselves only slowly to the 
changed weight of the shilling, even in the days when there 
was no such organized procedure as we have now for keeping 
them rigid. And for one purpose the debased coin was just as 
good as the old, namely, for the payment of pre-existing debts. 
Debasement of the coinage was a way of repudiating part of 
the king’s debts. The resulting loss fell partly on his creditors 
and partly on an indefinite series of others to whom succes- 
sively the new coins were passed while the price level was in 
process of adjusting itself to the new situation. 

In the movement for devaluation in the United States com- 
paratively little has been said of its possible service as an ex- 
pedient for easing the government’s financial position. The 
credit of the United States government is still strong in spite 
of the fact that its debt is rapidly approaching the highest 
level reached during the World War. Twice during the last 
half of 1933, the Treasury has appealed successfully to the 
public to buy its securities on an investment basis. It still 
uses the banks only as a means of effecting temporary in- 
creases in floating indebtedness, these bank loans being pres- 
ently refunded by bond issues. Some members of Congress 
have indeed advocated devaluation of the government’s debt 
through a scaling down of the Liberty Bonds and other out- 
standing indebtedness of the government, but this has been 
suggested primarily as a means of redistributing the national 
wealth rather than as a means of solving the government’s 
financial problems. 

The argument for devaluation of national currencies as a 
way of relieving the economic situation is twofold, one phase 
relating to the domestic price level, the other to external 
trade. On the one hand, it is hoped to raise the whole level 
of commodity prices, and thereby to give relief to debtors and 
stimulate an increased volume of industrial activity. On the 
other hand, it is hoped that lowering the value of money in 
terms of foreign currency will make exportable goods cheaper 
for foreigners to buy, and importable goods dearer for home 


[5] 


consumers, thereby stimulating exports and discouraging im- 
ports. 

The two objectives are of course in direct conflict with one 
another. To the extent that domestic prices respond to dollar 
devaluation, the process fails to stimulate exports and to dis- 
courage imports. It is possible, however, that both purposes. 
might in part be accomplished: prices at home might rise 
enough to satisfy the demands of the more moderate advo- 
cates of higher prices but not enough to wipe out entirely the 
stimulus to export trade. On the other hand, the effect might 
be to raise prices of export and import goods by the full 
amount of the devaluation, while prices of goods not moving 
in foreign trade remained comparatively stable. 

In general, the emphasis in American propaganda for de- 
valuation is upon the effect of the reform on internal prices, 
while in British discussion the foreign trade argument re- 
ceives more attention. This difference is readily explicable in 
terms of the greater importance of overseas trade in British 
as compared with American life, and the long-standing free 
trade tradition of the older country. We shall consider first 
the suggestion that domestic prices can and should be raised 
by devaluation. 


III. SHOULD THE PRICE LEVEL BE RAISED? 


The chain of arguments by which devaluation has been 
supported in recent months is very simple: 

First: Gold was chosen as the monetary standard of value 
because of its supposed stability in value. 

Second: The value of gold has not in fact remained stable, 
but has been increasing rapidly. 

Third: This instability can be corrected by reducing the 
number of grains of gold in the dollar so as to offset the in- 
creased value of each grain. 

The idea of stabilizing the value of money by varying its 
weight is new in popular discussion, but it is not new to stu- 
dents of monetary theory. It was discussed very widely 
among economists in the years just before the war. Its most 
prominent advocate in those days was Professor Irving Fisher 
of Yale University. Professor Fisher’s proposal, which was 
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urged in numerous publications, was much more elaborate 
than the current suggestion of a single drastic change to cor- 
rect an accumulated error in the standard of value. Fisher 
proposed that instead of gold coin, only gold certificates be 
circulated, these certificates to be redeemable not in a fixed 
quantity of gold but in a quantity of gold bullion of fixed 
purchasing power; in other words, in a quantity of gold which 
would vary directly with the changes in the wholesale price 
level. Every upward or downward change of a fixed amount, 
say I per cent, in an average of a large number of wholesale 
prices was to be the signal for a corresponding change in the 
weight of the dollar. 

This proposal, which was worked out in its details with’ 
great care, gained a considerable measure of support, especial- _ 
ly among theoretical economists, just before and just after 
the war. About ten years ago, however, interest in the idea 
declined because of the rise of a new theory, namely, that 
prices and business activity can be controlled by central 
banks by credit devices without any necessity for changing 
the weight of the dollar. It came to be a generally accepted 
doctrine that the amount of credit which is pyramided on the 
gold supply as a base is more important than the size of the 
base. If this is controlled, the value of gold is controlled, and 
it is unnecessary to adjust the amount of gold in the dollar. 
To control credit various central bank activities were recom- 
mended, the most important being the manipulation of re- 
discount rates and the purchase and sale of securities in the 
open market. 

Central bank operations intended to control the amount of 
credit expansion were known before the war, but it was only 
after 1921 that they came to be regarded as the most ignifi- 
cant influence determining the level of short-time interest 
rates and of prices. During the decade from 1922 to 1931 cen- 
tral banking enjoyed tremendous prestige alike among theo- 
rists, among political administrators, and among financiers. 
During the depression, however, the prestige of the central 
banker has suffered a decline, partly because he is a most con- 
venient scapegoat to bear the burden of the sins of 1925-29, 
and partly because of the conspicuous failure of all his efforts 
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to reverse the tide of depression. Beginning with 1930 prac- 
tically every central bank, including the Bank of England and 
the Federal Reserve banks of the United States, has dis- 
charged against the depression its entire arsenal of credit 
weapons—with what lack of success it is unnecessary to speci- 
fy in detail. 

Consequently, along with other forgotten policies of the 
days before the vogue of central banking; along with free sil- 
ver and greenbackism, and price fixing and wage fixing, and 
mobbing of courts and strengthening of tariffs, comes once 
more the demand for devaluation. It comes sometimes in the 
refined form of Fisher’s “rubber” dollar described above; more 
often just now in the form of a demand for a revision which 
once for all will restore the price level of 1926. 

The desirability of forcing a rise in the price level by de- 
valuation, or in any other way, involves two main issues: first, 
the readjustment of the relationships of debtor and creditor, 
and second, the effects of the change of prices on the volume 
of employment and the rate of productive activity. These 
must be considered separately, because (and it is important 
that this be emphasized) relief of debtors and stimulation of 
industry are two distinct issues and not merely two aspects 
of the same issue. One argument is based on the desirability 
of higher prices, the more stable the better, the other on the 
need for rising prices. 


A. DEBTOR RELIEF 


It is generally assumed that the debt situation is such an 
important cause of the depression that a reduction of the debt 
burden would automatically revive business. This idea is 
wholly without foundation. Debt was not the major cause of 
the collapse of prosperity, and a wiping out or a general reduc- 
tion of the debt could do little to revive business activity. A 
case for debt remission must be made on its own merits on 
grounds of equity and public policy (or of political expedi- 
ency) and not as an indirect means of reviving business ac- 
tivity. 

This statement will perhaps be challenged. Did not the 
pressure of debt force the dumping of goods on the market by 
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harassed debtors or their liquidation by desperate creditors? 
Does not the pressure of interest charges make it impossible 
to operate business at a profit? And would not the remission 
of indebtedness liberate a vast volume of purchasing power 
and thereby stimulate a speedy recovery of industrial pro- 
duction? 

To the first question the answer is a categorical “No.’’ Who 
are the harassed debtors? The chief debtors are the railroads, 
the banks, the municipalities, and the national governments, 
and none of these has had any inventories to dump on the 
market in order to liquidate its indebtedness. Low agricul- 
tural prices and low prices of minerals and other raw materials 
are not due to any abnormal pressure of debtors to liquidate 
or of creditors to force liquidation; they are primarily due to 
the maintenance of production coupled with the slackening 
of demand from ultimate consumers. 

Among manufacturing corporations the burden of debt is 
relatively light. In spite of the severity of the current depres- 
sion, the rate of bankruptcy among industrial and trading 
corporations has been comparatively low; indeed no American 
industrial corporation of the first rank has been forced into 
receivership in the whole depression period. The reason is 
simple. The industries of the United States had in 1929, and 
still have, in comparison with their magnitude, the smallest 
debt burden in history. The stock-market boom of 1924-29 
enabled corporations to float stocks on favorable terms and use 
the proceeds to pay off their long-term bonds and their short- 
term indebtedness to the banks; and their memories of sad 
experiences in 1921 encouraged them to take advantage of 
this opportunity to the fullest. 

This has prevented bankruptcies, but it has not prevented 
suspension of activity. The same conditions which make it 
unprofitable for an industry to operate if it is heavily in debt, 
make it unprofitable to operate if it has no debt. The auto- 
mobile industry has substantially no debt, yet it has been 
running at less than half-capacity for several years. Of the 
leading steel companies scarcely one has a significant amount 
of debt, yet steel is one of the most depressed of our major 
industries. On the other hand, agriculture, one of the chief 
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sufferers of the debt burden, has not reduced the amount of 
its output or volume of employment—except in so far as a 
reduction may now be resulting from the government’s policy 
of forcing contraction. 

To our second question, therefore, the answer is also “No.” 
Debt burden does not constitute a reason for suspension of 
activity nor for the maintenance of prices at which goods can- 
not be sold. Fixed charges go on regardless of whether busi- 
ness booms or lags; they cannot, therefore, be a factor con- 
trolling the decision whether to proceed or to quit. The costs 
which determine whether it pays better to produce or to shut 
down are the variable costs, the ones which can be eliminated 
or reduced by shutting down. Those which go on regardless 
of the decision have no bearing on the decision. 

To the third question, the answer is also “No.” Remission 
of debt does not create purchasing power nor liberate pur- 
chasing power. Creditors need purchasing power as much as 
do debtors. The payment of a debt merely transfers purchas- 
ing power from one person to another; it does not affect in 
any way the total purchasing power of the community. True, 
if a creditor collects a debt and refuses either to loan out the 
capital he has had returned to him, or to invest it, or to spend 
it, the result is a contraction of national income and a per- 
petuation of one of the major forces of the depression. But 
there is no reason to think that creditors are more prone to 
hoard their purchasing power than their debtors would be if 
they were freed from debt. 

If debt mitigation were the high road to prosperity, then 
Germany, Austria, Hungary, and Poland should have been 
the most prosperous countries in the world during the last 
decade. By the process of inflation, they wiped out their in- 
ternal debt, both public and private, and started again with a 
clean slate. The result has not been such as to encourage repe- 
tition of the experiment. They relieved their debtors, but in 
doing so, they dried up the source of credit. They encouraged 
speculation in business enterprise, but they gave a body-blow 
to thrift. Consequently, it since has been virtually impossible 
in these countries to secure any new capital except such as 
could be financed on stock issuance or by direct private owner- 
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ship, or by very short-term loans (supposed for that reason 
to be capable of liquidation in advance of a possible wiping 
out by devaluation), or else by foreign loans. For example, 
throughout the area of the violent wartime inflation, new 
housing construction has for more than a decade been almost 
entirely dependent upon governmental subsidies. 

It does not follow, however, that every measure of debt 
relief is found to be disastrous. The situation just cited is the 
result of an extreme dose of debt relief. It does not prove that 
we need rush to the other extreme and grant no relief at all. 
It only points a warning. 

We conclude that the case for debt reduction must rest on 
the simple plea of equity, and on the social importance of 
stability in business relationships. Let us examine it from 
these viewpoints. It is true, as the devaluationists urge, that 
any drastic change in the price level must rob one person for 
the benefit of another. 

Moreover, any great change in the meaning of debts does 
discourage the continuance of normal credit relations. Rising 
prices destroy the value of life-insurance policies, savings bank 
deposits, bonds and annuities, and undermine the disposition 
to save. Falling prices, on the other hand (except in so far as 
they are due to increased productivity) wipe out the equities 
of farm owners in their lands and buildings, of workers in 
their homes, of business men in their equipment, of the com- 
mon stockholders in all corporations which are financed on 
bonds or preferred stock. Thus falling prices penalize enter- 
prise and industry, as much as rising prices penalize thrift and 
conservatism. 

But under our economic system it is imperative that neither 
thrift, on the one hand, nor enterprise, on the other, be dis- 
couraged. We need savers to furnish capital, and we need 
business managers who will borrow the capital provided by 
the savers and put it to productive use. If the modern world 
follows the injunction of Polonius, “Neither a borrower nor a 
lender be,” it must develop some new form of economic or- 
organization, or private capitalism will perish from the earth. 

To be sure, the magnitude of the evil of fluctuating prices 
frequently is exaggerated because it is estimated on the basis 
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of the total amount of debt instead of the net amount. A very 
large amount of the internal debt of each country is offset by 
credits in favor of the same persons. The banks are at the 
same time the biggest debtors and the largest creditors. So 
are the life-insurance companies. Brokers’ debts to banks are 
offset by customers’ debts to brokers. Consumers owe retail- 
ers, retailers owe wholesalers and banks; wholesalers owe 
manufacturers and banks; manufacturers owe one another 
and owe sellers of raw materials and owe banks, and the banks 
owe the consumers. Nevertheless, when all allowance is made 
for duplication, it remains true that a rapid shift in the price 
level takes wealth away from some people and gives it to 
others. This is an evil of itself, quite apart from its indirect 
effects. 

It must not be supposed that raising prices to the level of 
any chosen period will cure the hardships to which changing 
value of money gives rise. What each debtor needs to help 
him out is not so much a rise in general prices as a rise in the 
price of the specific thing he has to sell, and there is no hope 
of avoiding a great inequality in the operation of the remedy, 
just as there have been great inequalities in the appearance 
of the evil. The railroads, for instance, are not troubled be- 
cause of any fall in the prices of what they have to sell. What 
they want is more business rather than higher rates. A very 
large part of their debt was incurred at the pre-war price 
level, and they have no claim in equity to have it scaled down 
because of recent shifts of price level. Steel has fallen in price 
much less than the prices of the things the steel companies 
buy. What the steel companies want is a revival of business 
activity, not necessarily a restoration of any past price level. 
Governments and municipalities have not reduced the prices 
they charge for the services they render. It is only indirectly, 
through the anticipated effect of the price change on business 
activity, that they are expected to benefit by higher prices. 

Farmers as debtors want higher prices, but most of them 
are more interested in getting farm prices up in comparison 
with other prices than in a general advance. Any scheme of 
price restoration, which is based on averages, will bear hard 
on those who sell things for prices fixed rigidly by custom or 
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by law. The less the advance in the prices of the things these 
people sell, the more must be the advance in the things they 
buy in order to raise the average. 


B. RISING PRICES AS A STIMULANT TO BUSINESS 


So much for debt relief. Let us now turn to the second 
reason advanced for devaluation, namely that rising prices 
will stimulate a revival of business activity. We have argued 
above that deflation will not stimulate business indirectly by 
its effect in reducing debt. Will it do it directly by increasing 
profits? 

Clearly, there is some genuine causal relationship from 
rising prices to business activity. In the first place, the antici- 
pation of rising prices tends temporarily to stimulate produc- 
tion of goods to take advantage of the situation, and there is 
nothing which creates an anticipation of rising prices so effec- 
tually as do actual rising prices. Buying for a rise stimulates 
production. There is a cumulative tendency in an upswing. 
But this is in the nature of things a very temporary stimulus. 
Inventories of goods held for resale are never a large fraction 
of the total productive capital of the country, and they cannot 
be greatly increased. What is bought for a rise is presently 
dumped to collect profit, or to cut losses. An expansion which 
is essentially a speculative boom invites a speculative re- 
action. 

There is, however, a more important way in which rising 
prices definitely stimulate production. This is the fact that 
prices do not rise evenly, and the prices which tend to lag on 
an upswing are predominantly those which are paid by busi- 
ness men to the rest of the community as a condition of pro- 
duction. Freight rates, for instance, are very rigid. As prices 
go down, they become heavier and heavier, relatively speak- 
ing, and consequently, fewer and fewer goods can stand the 
cost of shipment. With rising prices, freight rates become a 
smaller and smaller element in total cost and less and less a 
restraining influence on productive activity. 

Wages are less rigid than freight rates, but are more rigid 
than most commodity prices, and this is especially true in the 
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case of moderate price swings. Expansion of production re- 
quires expansion of employment; when prices rise, wages, like 
freight rates, become relatively less burdensome, and it pays 
to employ more labor. Vice versa, when prices drop, wages 
tend to become relatively heavier, profit shrinks more than 
prices, and production falls. 

So long as we rely on private profit to control industry, a 
relative fall in wages will tend to stimulate expansion, and a 
relative rise in wages will tend to cause unemployment. Here 
is a basic argument for inflation as a business stimulant. It is 
a way of correcting a wage scale, which has gotten out of line 
with the prices at which goods can be sold. Price expansion 
without corresponding wage increases reduces the income rate 
of labor, that is to say, the real income of those laborers who 
would have employment anyway if the price depression con- 
tinued, just as it reduces the real income of those who live 
from bond investments and interest on loaned capital. But it 
increases the relative share received by that fraction of the 
community whose decisions determine the rate of activity of 
business. Up to the point where unemployment has been sub- 
stantially wiped out, it leads to an increase in the total amount 
of social income. When there is much unemployment, labor 
gains more in the earlier stages of price recovery than it loses 
by the lag in wages. It does not pay labor, as a group, to hold 
out for prices so high that labor cannot be sold, any more than 
it pays a merchant or a manufacturer to price his goods so 
high that they cannot be sold. 

A rise in the general price level, then, would do two things: 
First, it would restore to debtors more nearly the position 
they expected to occupy when they went into debt, and sec- 
ond, if the usual lags occurred it would create a more satisfac- 
tory margin of industrial profit by reducing the wage burden, 
the tax burden, and the burden of freight rates, and other sta- 
ble utility charges on industry. It thereby might give a real 
stimulus to enterprise. 

We turn now to the question whether the benefits of rising 
prices are likely to be attained through devaluation without 
affecting disadvantages or prohibitive risk. 
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IV. EFFECTIVENESS OF DEVALUATION AS A PRICE STIMULANT 


The case for devaluation is unique in that it can be sup- 
ported by an appeal to the most divergent types of monetary 
theory. The simplest argument for devaluation as a practical 
way to raise prices is that which rests on the old-fashioned 
commodity theory. According to this doctrine, gold standard 
currencies derive their value from the value of gold as a com- 
modity. Hence, to cut in two the amount of gold which is to 
be given for a paper dollar will cut its value in half, just as 
reducing the redemption value of a milk ticket from a quart 
to a pint will cut its value in half. If this doctrine is valid, the 
monetary problem is simple indeed; commodity prices can be 
marked up and down at will by devaluing and revaluing the 
monetary unit. 

Unfortunately, however, there is almost universal agree- 
ment among students of money that this simple commodity 
theory is untenable. It probably would serve to explain the 
value of money in the earliest days of the gold standard, and 
it would still be sound if the monetary use absorbed only a 
very small fraction of the world’s supply of gold—as the de- 
mand for milk tickets for trading purposes constitutes a 
negligible element in their value. But gold reserves are so 
large and the requirement for them is so variable; and the 
commercial demand for gold is so small and so steady, that 
it is the money use that determines what gold shall be worth 
for industrial purposes, and not the other way around. The 
utility of gold as a commodity is not great enough to furnish 
a basis for the price level of the world. 

Much more generally held is the so-called quantity theory, 
which finds the key to the value of money in the number of 
monetary units; double the number of dollars and you halve 
the value of each, so that the total value of the monetary 
stock remains the same. Most economists now give some sort 
of qualified allegiance to this doctrine, but there are wide 
differences of opinion as to the length of time before a change 
in the quantity of money will reflect itself in a corresponding 
change in the average price of commodities, as to the impor- 
tance of the “other things” which must “remain equal” dur- 
ing the period of the adjustment, and also as to the possibility 


[15] 


of their doing so. When stated so as to command substantial 
unanimity, the doctrine is so loaded with qualifications as to 
be of little service as a guide to policy. 

We cannot here go into the ramifications of the problem of 
the value of money, but it may be worth while to point out the 
fact that in practically every case where during the World 
War countries attempted to finance themselves by expanding 
the volume of their currencies, both commodity prices and the 
prices of foreign gold standard currencies rose much more 
slowly than did the quantity of money, so that for a year or 
two the value of the total stock of currency increased instead 
of remaining constant as the quantity theory requires. Later, 
in the case of the major inflations, the decline of the value of 
the money began to outrun the increase in its quantity, and 
finally in those cases where the quantity of money came to 
exceed, say ten times the original quantity, the depreciation 
in value came to exceed the increase in volume. The total 
purchasing power of the currency stock fell below its pre-war 
value, and the discrepancy grew greater and greater as the 
inflation proceeded. At the end of the German inflation, when 
the quantity of money units (marks) had come to exceed the 
pre-war level a trillion fold, the total value of the outstanding 
currency was actually less than three per cent of the pre-war 
figure, and there was, in consequence, an acute shortage of 
currency. 

In all these cases, even an approximate correspondence be- 
tween the increase of the quantity of money and the decrease 
of its purchasing power was the exception and not the rule. 
The coincidence appeared only at the moment of transition 
from the early stage when money was overvalued (on the 
quantity theory assumption) to the later stage when it was 
progressively undervalued. 

This experience is definitely discouraging as to the possibil- 
ity of establishing a predetermined price level by juggling the 
monetary unit. Likewise the American experience of the past 
four years, when currency has increased more than 35 per cent 
while prices fell 40 per cent shows that there is nothing defi- 
nite nor predictable about the behavior of a price level in the 
face of a change in the quantity of money. 
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With reference to the last point, however, it will be rejoined 
that under the conditions which obtain in the United 
States, the significant quantity of money for purposes of price 
analysis is not merely the quantity of government currency, 
but includes also the quantity of demand deposits in the 
banks. But the case is not much better when this correction is 
accepted. For, in the first place, though the volume of bank 
deposits has indeed fallen in the United States since 1929, it 
has not fallen more than 30 per cent, and a small part of this 
decline is offset by the increase in the currency. Meanwhile, 
the wholesale price level, as was noticed above, declined by 
about 40 per cent. 

Second, the inclusion of bank deposits, while it makes the 
theory more tenable, makes its application to the proposal of 
devaluation even less defensible. If the significant volume of 
money is the total of cash and bank deposits, a change in the 
weight of the dollar can be significant only in so far as it may 
be expected to bring about a proportionate change in the 
volume of paper currency and bank credit. Devaluation 
would not of itself change the volume either of treasury cur- 
rency or of bank deposits in circulation. Nor would it have 
any direct effect on the amount of the reserves which the com- 
mercial banks have at their disposal. They have no gold to be 
valued upward. Devaluation would only increase the number 
of dollars represented by the country’s gold stock, which is 
substantially all in the treasury and in the Federal Reserve 
banks. Assuming that the Reserve banks were allowed to 
keep the profit resulting from revaluing their gold upward in 
terms of the dollar, they would gain about thirty million dol- 
lars as a result of each 1 per cent reduction in the weight of the 
dollar, or a billion and a half as the result of a So per cent de- 
valuation. 

But what of it? How would such an increase in the reserves 
of the Federal Reserve banks translate itself into an altered 
price level? Obviously it could do so through only one chan- 
nel—through the old device of a liberal credit policy. Low re- 
discount rates and large purchases of government bonds in 
the open market would put more reserves into the commercial 
banks and this, it is hoped, would induce them to pursue a 
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more liberal policy in extending credit to their customers and 
in buying securities. Not until this liberalized policy led to a 
doubling of the volume of bank deposits would a So per cent 
devaluation double the quantity of “money” in the country, 
and that would mean raising the level of bank deposits far 
above the peak level of 1930. 

But if this is what is needed, devaluation would contribute 
but little to the program. As was noted previously, the Re- 
serve banks, and nearly all other central banks, are already 
pursuing and have been pursuing for four years an extremely 
liberal credit policy. They are now maintaining rediscount 
rates so low as to be practically nominal, and they are buying 
government bonds in prodigious quantities, and if the rate of 
buying is too low, the deficiency is not due to a shortage of re- 
serves. The volume of bonds to be bought is a question of 
policy; the Reserve banks could step it up, if it seemed wise 
to do so, without devaluation of currency. Devaluation would 
give them more gold dollars in their reserve, but they have 
more now than they had in 1919 when the price level was 
more than twice as high as it is now, and more than they had 
in 1929 when it was one and a half times what it is now. So 
long as they have a substantial excess of reserves over legal 
requirements, devaluation would not be likely to lead to any 
drastic change of policy. 

The connection between the number of gold dollars in the 
Federal Reserve banks and the price level breaks down at 
three points. First, the Reserve bank’s policy is controlled by 
the judgment of Reserve and Treasury officials and is only 
rarely influenced by the size of the reserves. Second, the com- 
mercial banks of the country do not expand their credit opera- 
tions automatically as the result of every change of Federal 
Reserve policy; at times they consider it the part of prudence 
to carry idle reserves rather than incur the results involved in 
forcing an expansion of credit. Third, the buying response of 
the population to cheaper money is neither automatic nor pre- 
dictable. This has notably been the case in 1933. 

There is some connection, of course, between the gold sup- 
ply and the price level. There is an upper limit to the amount 
of currency and credit which a given amount of gold will sup- 
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port, and there is an upper limit to the price level that a given 
amount of credit and currency will support. But we rarely 
work at these limits, and there is a tremendous elasticity in 
the margin between the actual price level and the maximum 
which a given quantity of gold would support. If on our pres- 
ent reserves we were to pyramid the same ratio of credit as 
in 1929, and if the price level were supported by a turnover of 
that credit as rapid as in 1919 with the present volume of busi- 
ness or even with the volume of business of 1929, the price 
level would be three or four times what it is at present. If, 
therefore, the purpose of devaluation is merely to remove an 
upper limit and not to exercise a direct influence on the price 
level, its futility is apparent. The upper limit, without de- 
valuation, is so far away that devaluation is superfluous. 
Moreover, even if devaluation of the reserves led to a cor- 
responding increase in the total volume of circulating money, 
it does not follow that prices would rise in the same ratio, even 
approximately. Correction of a big downswing of prices is not 
simply the reverse operation of the correction of a big up- 
swing. Major price advances, those that create real distress, 
are usually the consequences of big increases in the volume of 
money, and the movement can be reversed by cutting off the 
money supply. But big price declines (including that of 1929- 
33) have been due not to a decreased supply of money but 
rather to a decreased disposition on the part of the people to 
spend their money. Whether this increased disposition to hold 
on to money (commonly described as a decrease in its veloci- 
ty) can be corrected by an offsetting increase in quantity is an 
interesting theoretical question; we have no experience ade- 
quate to answer it. Certainly such an attempt would involve 
great risks. For if an increase in the volume of money de- 
signed to offset a decline in its turnover, should accompany, 
perhaps cause, a restoration of the old turnover, or generate a 
higher one, instead of a restoration of a past price level there 
would ensue a tremendous swing in the opposite direction. 
Stability around any level is better than wild fluctuation in 
either direction, and so long as the currency manager can con- 
trol only one element in the situation, volume of money, with- 
out any control over its turnover (to say nothing of the quan- 
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tity of goods available for purchase) there is no reason to an- 
ticipate a successful outcome of his experiments. 

There remains one other more direct connection, however, 
between the price level and the amount of gold in a dollar. 
This connection is found in the valuation of the currency in 
the foreign exchange markets. If one gold-standard country 
changes the weight of its monetary unit, and if other gold- 
standard countries leave theirs unchanged, there follows an 
immediate and almost exactly proportionate shift in the ex- 
change ratios. The value of one gold-standard currency in 
terms of another can deviate only slightly from the legal ratio 
between the redemption values. If America and France were 
both on the gold standard and if the weight of the American 
gold dollar were reduced 25 per cent, the price of the French 
franc in dollars would go up automatically 333 per cent; or, 
stating it the other way around, the price of dollars in francs 
would go down 25 per cent. 

If the price level in francs and dollars did not change as a 
result of the altered exchange parity, and if there were no tar- 
iffs or embargoes or anti-dumping restrictions or similar inter- 
ferences, there would be a great increase in French buying of 
American goods, and a corresponding restriction of American 
buying of French goods. The prices of commodities which 
move freely in international trade would adjust themselves at 
once to the new exchange position, going up in one country, or 
down in the other, or doing both, until no more than normal 
exports were stimulated. 

Usually this change in prices of goods which move freely in 
trade takes place very promptly after a change in exchange 
rates. But a change in these prices puts them into a new rela- 
tionship to the prices of goods which do not move in inter- 
national trade. One price affects another, and naturally a rise 
in the prices of commodities which are either chiefly sold or 
chiefly bought in foreign countries is bound to exercise some 
influence on the internal price level. If oats rise in price rela- 
tive to hay, hay may be substituted for oats, or oats may be 
raised on land formerly devoted to hay. Thus it is expected 
that the price rise will spread through the whole system. 
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This analysis is sound as far as it goes, but the obvious con- 
clusion must be accepted with reservation. In the first place, 
the argument obviously has much more force when applied to 
the case of a single small country trading with a large number 
of large countries with stable gold money, than it does in the 
case of a large country trading with a small number of rela- 
tively small gold-standard countries. If, for instance, in 1913, 
or 1929, when the rest of the world was substantially on a 
gold-standard basis, Denmark had decided to devaluate its 
currency, say by 20 per cent, the influence of Denmark’s ac- 
tion on the world-value of gold would have been negligible, 
and the influence of the world-value of gold on the Danish 
price level great. The commodities which are imported into 
and exported out of Denmark make up a very large share of 
her total trade. These import and export commodities would 
at once have risen in price in Danish crowns by the full 
amount of the decline in the intrinsic value of the crown. In- 
ternal prices would certainly have changed in the same direc- 
tion, though even in this case it probably would have been 
years before domestic prices would have reached the same re- 
lationship to one another which they occupied before. 

The case of the United States in 1933 is very different. 
Foreign trade is a relatively small part of our total trade. 
Moreover most of the countries with which we deal are off the 
gold standard, and their currencies are not independent of 
ours. There is therefore no presumption that the readjust- 
ment of the prices of import and export commodities would 
cause a change in the general price level at all comparable to 
the change in the weight of the dollar. 

It is unnecessary, however, to discuss this question from 
the theoretical standpoint. So far as the foreign exchanges are 
concerned, the dollar has already been devalued. In the spring 
of 1933 the United States suspended gold redemption of its 
currency. The gold currencies rose in price and for some 
months now have commanded premiums of 30 to 40 per cent. 
Whatever influence devaluation can exercise on the price level 
through the foreign exchange has already been exercised, for 
so far as foreign trade is concerned, we already have a de- 
valued dollar. But the response of the internal price level to 
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this decline in the external value of the currency has so far 
been very slight. Foreign trade is not normally of command- 
ing influence in our prices, and in recent days it has been so 
restricted by tariffs and embargoes that prices which are made 
on an international basis exercise but little leverage on the 
internal price level. 

At first wheat and cotton rose at a rate which reflected with 
considerable accuracy the decline of the dollar, but later it has 
become evident that even for these staples there is no longer a 
world-market, and they have ceased to respond closely to the 
gyrations of the exchange. It is possible that a definite revalu- 
ation of the dollar accompanied by a credible statement of an 
intent to maintain the new gold content might have more in- 
fluence than has been exercised by the recent speculative fluc- 
tuations of the exchange. It is difficult to see, however, unless 
present trade barriers are broken down, how the value of for- 
eign currencies, no matter how solidly grounded, can exercise 
much influence on the domestic situation. 

England’s experience has been similar to ours. She has 
been off the gold standard for more than two years, and her 
currency during all that time has been depreciated in terms of 
gold currencies much more than the amount which advocates 
of deflation had previously recommended. For a year and a 
half the depreciation has been in the neighborhood of 33 per 
cent. Yet her internal price level has done little better than to 
remain still in the face of a 1§ per cent decline in the world’s 
gold price level. The rise of British prices above world gold 
prices is scarcely greater than can be accounted for by the 
weight which imported and exported commodities themselves 
have in the general averages. Yet the part played by foreign 
commerce in the industrial life of England is far greater than 
is the case in the United States. 


V. DEVALUATION AND THE INTERNATIONAL 
TRADE BALANCE 


As was noted at the outset of our discussion, devaluation 
has a second school of advocates, whose line of approach is 
just the opposite of that described above. Whereas the ortho- 
dox American inflationist views devaluation as a device for 
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raising domestic prices, and gauges its success by the accuracy 
with which price averages approach a predetermined goal, this 
group finds its chief value in the tendency of domestic prices 
to lag behind the rise of foreign currencies, which stimulates 
exports and discourages imports. The idea is that the costs of 
production of domestic commodities, especially wages, will 
not rise as fast as the exchange value of the dollar falls; conse- 
quently, foreigners will be able to buy our goods more cheaply, 
measuring cost in their own currencies, though at higher prices 
as measured in our money. 

It must be admitted that this analysis has some validity, 
especially if the change in the money is assumed to take place 
in a period when there is a significant amount of unemploy- 
ment. If export industries, and industries producing goods 
formerly imported, can expand by drawing on unemployed 
labor, rather than by bidding against previous employers for 
labor already in use, the devaluation process, “other things 
remaining equal,’ would help export industries to expand at 
the expense of foreign competitors. Only on this assumption 
is there any benefit from the process; there is no gain in an 
expansion of exports, or a decrease of imports, which merely 
reflects a corresponding diminution in the production of goods 
for the home market. 

The effect of devaluation on foreign trade, in so far as it 
actually operates to increase the “favorable” trade balance, is 
only a special instance of the principle already discussed, that 
an indirect lowering of wage rates, if the rigidity of wage rates 
has been obstructing employment, will aid in the absorption 
of the unemployed. The relative decline of wages which re- 
sults from falling exchange rates would have no such com- 
pensating benefit if labor already had substantially full em- 
ployment. It would then only divert labor from one employ- 
ment to another, without any benefit to the community. 

Two more important qualifications must be made. One re- 
lates to the effect of changing exchange rates on the balance of 
payments; the other to their effect on employment abroad and 
the probable response of foreign governments. As to the first 
point, a shift in trade such as this theory calls for will at once 
create an oversupply of foreign currency in the hands of do- 
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mestic exporters, or their bankers. The exchange rates will 
drop back toward their former position, and, if both countries 
stay on the gold standard, gold will move toward the devalu- 
ing country, and continue to move so long as the trade ad- 
vantage continues unless international loans obviate the gold 
movement. Since the devaluing country has just increased its 
monetary reserves by revaluing them, they are presumably 
ample, and the inflowing gold will serve no useful purpose. 
Second, if foreign countries also have rigid wages and other 
costs, the decline in their exports and the decrease in their 
imports will cause them to suffer a wave of unemployment. 
This will lead to reprisals. Tariffs will be raised, import quo- 
tas will multiply, embargoes will be declared against “ex- 
change dumping,” and if these measures do not suffice, the de- 
valuation experiment will be imitated. The duties and import 
quotas will throttle international trade; the competitive de- 
valuations will progressively destroy the values of all the cur- 
rencies which are involved; and one more element of bitterness 
will infest international political relations. Devaluation for 
the sake of trade advantage is pernicious; it can give rise to no 
permanent advantage in trade, and it destroys the small 
chance that an intelligent policy of currency control, governed 
solely by domestic criteria, may have some beneficial effects. 
It may be added that while, in the judgment of many econ- 
omists, the theoretical effects of devaluation on foreign trade 
could be discerned in operation in 1927-31, it is impossible to 
discover them in trade data for more recent years. During the 
period from the stabilization of the French franc to the col- 
lapse of the pound sterling, gold tended to flow into France, 
and to flow out of Great Britain, in spite of heavy French 
loans in the London money market. During the same years 
England had heavy unemployment and France had but little. 
These facts may plausibly be explained by the contrasting 
forms of stabilization in the two countries. England revalued 
the pound upward; France revalued the franc downward. 
There are, of course, possible alternative explanations, but the 
revaluations must at least have been powerful contributing 
factors. During the last two years, however, no such beneficial 
results of devaluation can be discerned. The foreign trade of 
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the world has declined rapidly, and the loss of confidence in 
currencies and the reprisals against exchange manipulation 
have contributed to this result. But in this decline, the de- 
valuing countries, except perhaps Japan, have fared no better 
than the rest. France, Holland, and Switzerland on the gold 
standard, have suffered no more than have England, Sweden, 
and Canada. And during the six months since the United 
States abandoned gold, our export trade has actually declined 
more than our imports. As a device of international competi- 
tion, devaluation has not only been pernicious; it has been 
futile. 
VI. SUMMARY 


The conclusions of our analysis may be summarized as 
follows: 

1. Legal devaluation, that is, the re-establishment of gold 
redemption with a reduced gold content in the monetary unit, 
is frequently necessary. When the currency has been allowed 
to depreciate to a considerable extent, and has circulated for 
some time at its lowered value, restoration of the old gold unit 
would not correct the evil that has been done. It would mere- 
ly create a new set of injustices and a new series of maladjust- 
ments. 

2. Devaluation as a means of gaining differential trade ad- 
vantages over other countries is usually futile and always di- 
ruptive of international relations. 

3- There is a theoretical justification for raising a price 
level which has recently fallen abruptly with a view to cor- 
recting maladjustments (a) in debtor-creditor relations and 
(4) between the rigid and the flexible prices. However, such 
readjustment is desirable only at a time when the relation- 
ships formed on the basis of the new price level have not yet 
assumed an importance comparable to the old set. 

4. Reduction of the metallic content of a gold currency is 
not a tried and proved device for restoring a price level, nor is 
there a clear theoretical case in its favor. It would be rash to 
say that it will never accomplish beneficial results; it would be 
still more rash to predict what those results will be. 


PRINTED 
IN USA 








MONETARY STABILITY 
AND HOW TO ACHIEVE IT 


ALEXANDER MAHR 


University of Vienna 


PUBLIC POLICY PAMPHLETS No; 9 
HARRY D. GIDEONSE, Editor 





THE UNIVERSITY OF CHICAGO PRESS 
CHICAGO - ILLINOIS 








COMPOSED AND PRINTED BY THE UNIVERSITY OF CHIC 
: CHICAGO, ILLINOIS, U.S.A. 


INTRODUCTION BY THE EDITOR 


During the past ten years we have in a crude and tenta- 
tive way experimented with stabilization of the purchasing 
power of our money through control of credit. It was a grop- 
ing process of trial and error. Frequently, political courage 
failed. More often a technical understanding of the nature of 
the experiment was missing. At the present time the results 
are discouraging. 

It is sometimes argued that the Federal Reserve authorities 
“lost their nerve” after the collapse in the Stock Exchange in 
the fall of 1929. Others point to the fact that the guiding 
spirit of the experiment, Governor Strong of the Federal Re- 
serve Bank of New York, had passed away. It is also claimed 
that the severe test of the scheme’s underlying notions with 
regard to the efficacy of cheap credit has revealed the need 
for more active supplementary powers in such emergencies 
and for a complete recasting of our banking structure. 

In similar circumstances in England a Royal Commission 
would be appointed to examine the system that had failed to 
give adequate service and to recommend a specific set of 
remedies after due consideration of expert testimony. Our 
own national reaction has been to disregard whatever experi- 
ence has been acquired and to debate in the grand style the 
“issues” of the Bryan period. 

It is the merit of Dr. Mahr’s essay that it redirects atten- 
tion to our own experiment of the past decade and to the 
weaknesses in conception and in execution which it revealed. 
The author—one of the younger economists at the Univer- 
sity of Vienna—stands aside from our current political con- 
troversy. He has drawn freely upon his recent studies in this 
field, particularly—with the permission of Professor Harms— 
upon two articles in the Weltwirtschaftliches Archiv that at- 
tracted wide attention at the time of their publication. 

This is the ninth of a series of Public Policy Pamphlets 
which the University of Chicago is publishing. Frequently 
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the scholarly journals give no attention at all to problems 
that have an acute but temporary interest, while the 
ordinary magazines can print little but superficial com- 
ment. The University might well perform a valuable public 
service by making available to the public whatever special 
training and information it may have at its disposal. The con- 
tinuation of such a series will, of course, depend upon its 
reception by the public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 


Harry D. GIDEONSE 


December 19, 1933 


MONETARY STABILITY 


More and more the conviction is spreading that our present 
currency system is in need of some fundamental reform. And 
indeed, a system which renders possible such extreme fluctua- 
tions in the value of money as have been experienced during 
the last decades cannot very well be regarded as ideal. From 
1913 until 1920 the dollar lost more than half of its purchasing 
power, as measured by the level of wholesale commodity 
prices, but in March, 1933, the dollar was worth about 25 per 
cent more than in 1913. The record of the pound, the franc, 
and nearly all other currencies is even worse—not to speak of 
the depreciation of the mark which assumed astronomic di- 
mensions in 1923. These changes in the buying power of 
money are not only detrimental either to creditors or to 
debtors—the creditors being injured by a shrinking value, the 
debtors by a rising value of the monetary unit—but their 
effects are even more serious upon employment and general 
business conditions. A period of rising prices causes an ex- 
pansion of production which only too easily becomes an over- 
production from which crisis and depression are bound to fol- 
low. A period of falling prices means smaller profits or even 
losses for business enterprises, production is curtailed, and 
the results are unemployment and social unrest. 

No wonder, then, that the movement to establish a stable 
purchasing power for money is now assuming so much 
strength. But there is still a considerable difference of opin- 
ion as to what index number of prices should be chosen for 
measuring the value of the monetary unit. Should it be an 
index number of the “‘general”’ price level, i.e., an index of the 
prices of all kinds of goods, including stocks, bonds, rents, 
real estate, labor, as well as commodities at wholesale and at 
retail? Or should the index number be based on a certain sec- 
tion of the price level, as for instance wholesale prices or re- 
tail prices? In 1927 Dr. Maurice Leven, through a question- 
naire sent to a great number of economists, found that 176 
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of them favored the “general” index, $9 the index of whole- 
sale prices, and 13 the index of retail prices.’ This is by no 
means a problem of minor importance, for experience has 
shown that these index numbers often diverge considerably. 
For instance, Mr. Snyder’s index of the general price level 
shows an upward tendency for the period from 1923 to 1929, 
as compared with the wholesale index of the Bureau of Labor 
Statistics. On the other hand, the retail index usually changes 
less and more slowly than the others. 

Space does not permit a critical discussion of the arguments 
that have been advanced in favor of an index which includes 
the prices of all or nearly all kinds of goods. Therefore, I shall 
here state only briefly the reasons why, in my opinion, a pol- 
icy of stabilization should be based exclusively upon an index 
of wholesale prices. 


I. WHAT PRICES SHOULD BE STABILIZED? 


Wholesale prices are of primary importance for industrial 
activity. They, and generally not retail prices, have to be 
taken into account by the producer. For the single entre- 
preneur it is the wholesale price of his products—no matter 
what kind of products, whether finished articles, raw materi- 
als, or machines and other instruments of production—which 
in the main determine the direction and the extent of his pro- 
duction. We all know from experience the consequences of a 
continuous fall in the wholesale prices of products: the out- 
put is restricted or even discontinued entirely, because the 
entrepreneurs are, as a rule, not able to reduce their expenses 
of production sufficiently to-restore a profitable relation be- 
tween prices and costs. On the other hand, a continuous rise 
in wholesale prices usually induces employers to expand their 
production unduly, as profits increase on account of un- 
changed or relatively little changed wages and other costs of 
production. Of course, monetary policy cannot aim at sta- 
bilizing the prices of all individual products. Its task is to 
prevent a rise of all or most prices by a superabundant supply 
of money, or a general fall in prices by an insufficient supply. 


* Quoted from Irving Fisher, The Money Illusion (New York, 1928), p. 201. 
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If the methods used in the past for measuring the purchas- 
ing power of money have almost always been based upon an 
index of wholesale prices, and not upon a retail index, or upon 
a compound of both groups, the reason has scarcely been a 
conscious attempt to promote the producer’s interest. It was 
rather the observation that prices at wholesale generally 
change more swiftly, or show wider fluctuations, than retail 
prices. They were therefore regarded as a better index of the 
fluctuations in monetary supply. Moreover, retail prices often 
differ widely from one place to another; hence it is difficult in 
their case to calculate a representative average. 

Many adherents of the general price index seem to believe 
that the interests of all groups involved—including, particu- 
larly, the consumers—can be served only by stabilizing the 
average of a// prices. Those who advocate a retail index go 
still farther and consider the interests of the consumers first 
of all. But these positions are not very well founded. A little 
reflection will show that the interest of the producer is by far 
the more sensitive one: even slight fluctuations in the value of 
money have a very strong influence upon the extent and the 
profitableness of production, whereas they are scarcely felt 
in the private household. A small percentage increase in the 
price level may bring about a general upward movement of the 
business cycle; and a decrease of equal extent may cause the 
ruin of many enterprises and the closing down of numerous 
plants, accompanied by unemployment. To the consumer, 
however, the advantage is in the second case clearly a slight 
one, while the disadvantage arising in the first case is borne by 
him without great difficulty. It follows from this that in the 
case of a divergence between the interests of producers and 
consumers the interests of the producers should be considered 
first. Such a policy would in the long run be advantageous to 
all individuals, for they are, as a rule, producers and con- 
sumers at the same time. 

Wages, too, should be excluded from the index number. 
Very frequently the general trend of wages diverges from that 
of commodity prices. It may, for instance, happen that wages 
in general rise on account of increased productivity of labor, 
while the average of commodity prices remains constant. 
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Then the index number will show a continuous tendency to- 
ward a rise if wages are included; and the central bank of the 
country in question (in the United States the Federal Re- 
serve banks) will have to resort to a policy of deflation in 
order to reduce the average of commodity prices and wages to 
its former level. Very likely this would prevent, from the very 
beginning, a large part of the progress of production and im- 
provement in wages which otherwise would have been possi- 
ble. 

It is still less justified to add rents and other cost-of-living 
items to the index number, as is proposed by the adherents of 
the general index. For the cost of living varies in the course 
of time not only through fluctuations of the retail prices, but 
also through a change in quality, kind, or quantity of the 
articles consumed. Thus a factor would be introduced into 
the index which, as a rule, is determined by reasons other 
than fluctuations in the supply of money. The same holds 
for the “‘rent”’ item. 

For quite similar reasons security prices and realty values 
ought to be excluded. First, they are often, also in their ag- 
gregate, subject to heavy speculative changes within short 
periods of time. Aside from this, stocks usually go up on ac- 
count of an increased productivity of industrial enterprises, 
and fall if industry is depressed. The prices of bonds vary if 
the rate of interest for long-term loans moves up or down; a 
sinking rate of interest means that the quotations of bonds 
rise, other things being equal, and vice versa with higher in- 
terest rates. The prices of urban sites and farm land may rise 
greatly in connection with rapid economic progress. In the 
United States the value of farm realty has been going down 
since 1921 owing to the widespread and continued agricul- 
tural depression. But all these are developments that should 
not be allowed to influence the currency index for the same 
reason for which an increase or decrease in wages should not 
be taken into account as a guiding factor in monetary policy. 

The wholesale index is in the majority of cases the most 
suitable standard of deferred payments also, as under modern 
conditions most loans are given for purposes of production and 
trade. But, of course, creditors and debtors are in the case of 
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loans for consumption purposes entirely at liberty to takea 
retail index as a basis for the payment of interest and capital 
debt. It is a mistake to consider changes in the value of money 
exclusively from the viewpoint of the relations between 
debtors and creditors, as is sometimes done. It is not the 
question of “justice” to both parties which is of paramount 
importance for the community as a whole; far more weight at- 
taches to the effects of a fluctuating purchasing power upon 
production and employment, and thus upon the basis of ex- 
istence of many individuals. 


Il. “NEUTRAL” VERSUS STABLE MONEY 


A very frequent objection against a policy of stabilizing the 
price level—be it the level of wholesale or any other prices— 
runs as follows: An upward or downward tendency may be 
due to changes in the supply of money, but it may also be due 
to changes on the “commodity side,” i.e., changes in the con- 
ditions of production and in the quantities supplied on the 
markets, or in demand. Stabilizing the purchasing power of 
money is then regarded as desirable only in so far as it pre- 
vents the price level from being altered by monetary influ- 
ences. It is regarded as a highly objectionable policy if it 
renders impossible all other changes of the price level, espe- 
cially its lowering in the case of reduced costs of production. 

Now it is true that most economists who advocate the fixity 
of purchasing power either have overlooked the problem of 
non-monetary changes of the price level or have underrated 
its practical bearing. Sometimes it is argued that a fall in 
some prices brought about by decreased costs of production 
would be automatically counterbalanced by a rise in other 
prices, because the cheapening of some commodities renders 
more means available for the purchase of other goods; and the 
price of these goods goes up on account of the increased de- 
mand. This is only true in exceptional cases, however. If a 
lower price of a particular commodity does not induce con- 
sumers to buy more of it, it is clear that they will have more 
money available for the purchase of other goods. But if—as 
would usually be the case—the cheapening of some of the 
commodities calls forth a greater demand for them, there is 
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no or very little reaction upon other prices. It is evident that 
the average of all prices will then tend to go down; and if 
money must neither gain nor lose in purchasing power, the 
supply of circulating media will have to be increased in order 
to counteract this tendency. On the other hand, if the price 
level tends to rise because the production or distribution of 
_some commodities has become more expensive, the supply 
of money would have to be restricted in order to restore sta- 
bility of purchasing power. 

Considerations of this kind have led many, especially 
European, economists to oppose the stabilization of purchas- 
ing power. Their ideal would be a currency system in which 
money is an entirely passive factor exerting no influence what- 
soever upon commodity prices. This is clearly a proposition 
widely different from the conception of a money of stable pur- 
chasing power, because under the first system any non-mone- 
tary influence upon the price level would be allowed to have 
its effect. Earlier authors used to speak in this connection of 
the “maintenance of the intrinsic value of money.”” Modern 
writers prefer the expression “neutral money”’ as it is a type 
of money that remains “neutral” relative to goods.” 

Now if we follow the idea of neutral money to its last con- 
sequences we find that it is a question of not changing the 
supply of money whatever may happen on the side of the 
commodities. If there is, owing to a decreased supply of goods, 
a tendency toward a rise of average prices, no counteracting 
decrease in the supply of money must take place, as would be 
necessary under a system of stable purchasing power. Like- 
wise, if the supply of goods increases for some reason or other, 
~neutrality of money requires that no action be taken to pre- 
vent a fall in prices. Hence neutral money simply means a 
constant total supply of money. The expression “total supply 
of money” is here used in default of a better one to denote the 
quantity of circulating media multiplied by their velocity of 
circulation (turnover). It is obvious that 1,000,000 dollars 
changing hands twenty times a year buy the same aggregate 
value of goods as 2,000,000 dollars which change hands only 


2 Cf. F. A. Hayek, Prices and Production (London, 1931), p. 27+ 
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ten times. Hence the aggregate amount of notes, commercial 
bills, checks, and other means of payment would have to be 
diminished under a system of neutral money as soon as their 
velocity of circulation had increased, and vice versa in the 
case of a decreased velocity of circulation. 

But here an insuperable difficulty arises. It is entirely im- 
possible to determine the exact amount of all checks, bills of 
exchange, and other substitutes for money circulating during 
a given period of time; and it appears to be a hopeless task to 
measure the velocity of circulation of all these different in- 
struments of payment with any accuracy. Accuracy, how- 
ever, is absolutely necessary here. For if, on account of 
wrong estimates as to the velocity of circulation, the quantity 
of money is increased too much, an inflationary upward move- 
ment will be started; if the quantity of money is decreased too 
much, a business depression will ensue. Even errors of a few 
per cent as to the required volume of money and credit may 
have such consequences. 

This is in itself sufficient to render the policy of neutral 
money incapable of practical application. Moreover, one may 
ask whether a monetary system which puts a brake upon eco- 
nomic growth is desirable in principle. For if the total supply 
of money is kept constant any expansion of production will 
lead to a fall in prices, and this will either prevent or retard 
further expansion.‘ 

But is it really a prerequisite of “sound” money to let non- 
monetary changes of the price level go on unhampered, as the 
adherents of neutral money contend? Or are the disadvan- 
tages of counteracting those changes for the sake of stabiliz- 
ing purchasing power only slight in comparison with the bene- 
fits that the prevention of monetary disturbances (i.e., in- 
flation or deflation in their proper sense) would afford? 

All depends here upon the extent and duration of the non- 
monetary price changes. For instance, if only a few com- 
modities of secondary importance become cheaper by im- 


3 Cf. Hayek, op. cit., p. 107. 

4 For a more detailed discussion of the arguments for and against neutral money 
see my article “Neutrales oder wertstabiles Geld?” Weltwirtschaftliches Archiv (July, 
1933), PP- 19-23, 26-45. 
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proved methods of production the effect upon the entire struc- 
ture of prices will certainly be trifling. Decreasing returns 
from land is another frequently quoted example of a change 
on the “commodity side.” If returns from land decline aver- 
age prices will rise, other things being equal. In order to main- 
tain the purchasing power of money it would be necessary in 
such a case to restrict the supply of it. Thereby the prices and 
costs of production of agricultural as well as industrial com- 
modities are reduced. Industrial products would become 
cheaper, on an average, and agricultural prices would not rise 
as much as in the case of an unrestricted action of the law of 
decreasing returns. We may, however, safely say that de- 
creasing yields from land never set in so suddenly, nor to such 
an extent, that the counteracting restriction of money would 
be likely to produce a critical situation for business. It is 
rather a question of a slow development which would scarcely 
be noticed when put beside the effects of the annual fluctua- 
tions of agricultural production. 

In so far as price movements of some particular commod- 
ities are caused by a change of wants or of fashions, their in- 
fluence upon average prices is obviously slight, if there is any 
influence at all; for in this case the increased price of newly 
favored commodities would probably be balanced by lower 
prices for the goods which are now less intensely demanded. 

The problem becomes entirely different, however, if the 
prices of many commodities rise or fall within a short period 
of time, in consequence of altered conditions of production. 
Here we may quote three instances: crop fluctuations, rapid 
technical progress, and great wars. The case of war may be 
omitted from our consideration, because a future war between 
the great powers would be a calamity of such dimensions that 
a rise of the price level—which most likely would take place 
under any monetary system just as it took place during the 
World War in all belligerent countries—would certainly be 
one of its minor evils. But the two other cases which, unfor- 
tunately, have as yet attracted very little attention, must be 
examined very carefully, as it is a question of developments 
that occur again and again in the ordinary course of events. 
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III. POTENTIAL DANGERS OF CROP FLUCTUATIONS 
UNDER A SYSTEM OF STABLE MONEY 


As is well known, the prices of farm products often change 
considerably from year to year, due to crop fluctuations or 
other specific developments in agriculture. Moreover, these 
changes are most likely to cause fluctuations in the prices of 
foods also; for there is, naturally, a similar relation between 
market supply and prices of foods as prevails with the farm 
products from which the foods are made. The following table 
shows the price movements of farm products and foods, as 
compared with the movements of the index of all commod- 
ities, during the period from 1890 to 1930. 


InpEx NumMBERs OF THE WHOLESALE Prices oF Farm Propucts, 
Foops, AND Att CommopiTi1Es, 1890-1930* 


(1926 = 100) 
All Com- Farm All Com- 
modities || 4% | Products | Foods | ‘modities 

5 56.2 IQII.... 66.8 62.0 64.9 
8 55.8 1) fae ae 72.6 66.8 69.1 
me) 52.2 1913.... 71.5 64.2 69.8 
7 Rao ber 71.2 64.7 68.1 
=2 47-9 71.5 65.4 69.5 
3 48.8 84.4 75-7 85.5 
a 46.5 129.0 104.5 117.5 
a 46.6 148.0 119.1 131.3 
8 48.5 157.6 129.5 138.6 
7 52.2 150.7 137-4 154-4 
8 56.1 88.4 90.6 97.6 
5 55-3 93.8 87.6 96.7 
3 58.9 98.6 92.7 100.6 
.O 59.6 100.0 91.0 98.1 
Xe) 59-7 109.8 100.2 103.5 
a 60.1 100.0 100.0 100.0 
-4 61.8 99-4 96.5 95-4 
-o 65.2 105.9 IOI.0 97-7 
a7. 62.9 104.9 99-7 96.5 
6 67.6 88.3 90.1 86.3 
9 70.4 





* See U.S. Bureau of Labor Statistics, Bulletin No. 543 (Wholesale Prices ,1930), Septem- 
ber, 1931, pp. 3-II. 


Even if we neglect the irregular changes of the war period 
and the first years after the war, there remain under quite 
normal conditions—such as prevailed from 18g0 until 1913 
and from 1923 until 1928—considerable price fluctuations of 
agricultural commodities around the average of all prices from 
year to year. For instance, from 1891 to 1892 the index of 
farm products fell from 54.2 to 49.5 and the index of foods 
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from §4.8 to $1.0, the average of the remaining commodities 
showing very little change in price. Expressed in percentages 
of the 1891 prices the fall was 8.7 per cent in the case of farm 
products, and 6.9 per cent in the case of foods. From 1927 to 
1928 the index of farm prices advanced from 99.4 to 105.9, 
and that of food prices from 96.5 to 101.0, whereas the price 
level of the other commodities remained unchanged. This 
means rises of 6.5 per cent and 4.7 per cent respectively (if 
the prices of 1927 are taken as a basis). Moreover, these 
fluctuations are still aggravated if we turn from the consid- 
eration of yearly averages extending from January until De- 
cember to the price changes which occur from harvest to 
harvest. From July, 1927, to July, 1928, the indices of farm 
products and of foods advanced respectively 9.8 per cent and 
8.8 per cent. 

The influence of these changes upon the index number of 
all commodities depends, of course, on the weights assigned 
to farm products and foods. These weights were, originally, 
29.3 per cent and 23.8 per cent respectively, then they were 
reduced to 21.11 per cent and 22.38 per cent; in January, 1932, 
they were reduced again to 17.20 per cent for farm products 
and 19.44 per cent for foods.’ But even by this successive 
diminution of weights the potential dangers of fluctuating 
farm and food prices are not entirely removed. An advance 
of 9.8 per cent in the prices of farm products and of 8.8 per 
cent in the prices of foods, such as occurred between July, 
1927, and July, 1928, still raises the index of all commodities 
by 1.69 per cent+1.71 per cent=3.40 per cent, if the respec- 
tive weights are 17.20 per cent and 19.44 per cent. This may 
have very unpleasant consequences, if the Federal Reserve 
banks are under obligation to keep the purchasing power of 
money strictly constant, for then the increase of the total 
index would imply the necessity of bringing about a compen- 
sating price reduction by a restriction of the supply of money. 
Considering the great elasticity of demand for industrial 
products the manufacturing industries would apparently 
suffer most by such a restriction. On the other hand, if farm 


S$ Cf. Bureau of Labor Statistics, Bulletin No. 572 (Wholesale Prices, 1931), pub- 
lished in January, 1933, pp- 92, 93- 
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and food prices go down on account of especially rich har- 
vests the consequence would be that the circulating means of 
payment would have to be increased in order to raise average 
prices to the former level. This, too, would first of all affect 
the manufacturing industries. Thus a situation would be cre- 
ated similar in some respects to the present one so vigorously 
combated by most advocates of stabilization. The volume of 
credits placed at the disposal of industry would fluctuate ac- 
cording to the fortuitous results of crops—sometimes quite 
considerably. The unsteadiness of farm prices would thus be 
a disturbing element of a serious character for the policy of 
monetary stabilization. 

What could be done in order to remove this difficulty? It 
might, perhaps, be proposed to exclude entirely the agricul- 
tural group from the index number. But against this serious 
objections are to be raised. First, farm products such as cot- 
ton, cottonseed, wool, hides, and flax are an important part of 
the raw materials for industry. Their exclusion would also 
cause the total index to shrink considerably, and it would 
therefore be influenced to a greater degree by price changes 
that were due to the conditions of demand and supply of some 
individual commodities. Second, most mass products of agri- 
culture represent—apart from such price fluctuations as are 
caused by crop conditions—a very suitable material for a 
long-time index number. On the one hand, their quality 
changes much less than that of most other articles, while on 
the other hand, the demand for them is affected to a relatively 
smaller extent by fashion or changing wants. 

In my opinion, there are two ways out of the difficulty. 
One solution would be to have the index number contain a 
moving average of agricultural prices covering several years 
rather than the prices of a single year or month. The meaning 
and justification of such a measure is to be found in the fact 
that crop fluctuations, and consequently the oscillations of 
the prices of agricultural commodities around the average of 
commodity prices, generally tend to balance each other dur- 
ing longer periods of time, so that a dangerous effect upon the 
currency index is avoided. The longer the period upon which 
the calculation of the average is based, the smaller in general 
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are the deviations from that average. On the other hand, the 
period should not be too long. For then long-time price 
changes would receive an adequate representation in the in- 
dex number only after a considerable time-lag. An average of 
seven or eight years would perhaps be the most desirable mid- 
dle course. 

The other method would be to allow the Federal Reserve 
banks to deviate by a small percentage from the stabilization 
level, whenever the average of all commodity prices is 
changed exclusively or mainly through fluctuations in farm 
and food prices. A limitation of the deviation seems to be 
essential; but unconditional permission of this kind cannot 
very well be advocated as it might lead to undesirable con- 
sequences in cases in which the average of all commodity 
prices is changed mainly by a rise or fall in the prices of in- 
dustrial products. 


IV. RAPID TECHNICAL PROGRESS AND THE STABILIZA- 
TION OF PURCHASING POWER 


There is another case in which a policy of stabilizing the 
purchasing power of money, if carried out by the methods that 
have been in use until now, might lead to serious results. I 
refer to the case of a price level which is falling on account of 
greatly improved methods of production. At first sight it 
would seem that in this case an increase in the supply of mon- 
ey for the purpose of re-establishing the former level of prices 
would have no detrimental effect. The new money would, 
one might argue, to some extent stimulate business activity 
without injuring the interests of the consumers or of the 
creditor class. The consumers with fixed incomes would still 
be able to buy the same amount of goods, on an average at 
least. Likewise the creditors would not lose because the pur- 
chasing power of the amounts lent by them would remain 
constant. Moreover, a large part of the consumers would gain 
indirectly by their participation as workers or small capital- 
ists in the process of production, on account of an increased 
business activity and a better employment situation. On the 
other hand there would be no danger of overexpansion and 
ensuing depression under a system of stable purchasing power, 
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because as soon as the stimulus exerted by the technical in- 
novations would cease to work and business would show signs 
of slackness, some prices would tend to fall. The Federal Re- 
serve banks would then lower the rediscount rate and buy 
securities on the open market, which, in turn, would improve 
the financial situation and give business a fresh incentive. At 
any rate, the obligation of the Federal Reserve banks to keep 
the price level stable would be a guarantee not only against an 
unsound expansion of business, but also against a serious de- 
cline. 

This was also my opinion in 1928 when I wrote an article on 
the stabilization of the purchasing power of the dollar.® Re- 
cent developments, however, have indicated that the course 
of events may be very different in reality. The years from 
1923 to 1929 were a period of unprecedented prosperity in the 
United States, and this prosperity was in the main due to a 
marvelous progress in the technique of production. The cost 
of production was considerably reduced in most industries. 
But the price level of commodities at wholesale remained 
fairly steady during the same period, in accordance with the 
intentions of the leaders of the Federal Reserve Board. Ap- 
parently this was a situation which in its most important fea- 
tures resembled the one to which the preceding theoretical 
reasoning refers. But we all know how things went. There 
came the stock exchange crash in the fall of 1929, introducing 
a sudden decline which soon led to the worst depression of 
history. 

How could this happen in spite of the fact that the average 
prices of products had been approximately stable during the 
period of prosperity? Was it an error to keep them stable al- 
though the costs of production had decreased? Some econo- 
mists maintain it was, especially Professor Wilhelm Répke. 
He says: “To keep a price level stable that under ordinary 
circumstances would necessarily have gone down, amounts to 
the same as if with cost of production remaining steady prices 
would be forced upward by an unveiled inflation of credit. 
The fact that the general price level rises is not the essential 


6 Weltwirtschaftliches Archiv, XXIX, 1. 
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thing, but exclusively the fact that additional quantities of 
money and credit are brought into circulation, causing dan- 
gerous dislocations in the structure of production.”7 

This is correct as far as it refers to the upward movement of 
the business cycle. Some years ago it was generally assumed 
that a rising price level is one of the indispensable features of 
the industrial boom. This had indeed been suggested by the 
study of previous economic cycles. All of them were char- 
acterized by a quite considerable rise in average prices of in- 
dustrial products whilst the expenses of production went up 
to a lesser extent and less quickly. It was this increase in the 
margin between prices and costs which caused profits to rise 
and business to expand. Now, business cycles of this kind can 
obviously be avoided by stabilizing the level of wholesale 
prices. For then the soaring of prices and profits is stopped 
in time. Of course, we are only dealing here with general 
cycles, not with partial cycles that may take place in particu- 
lar industries owing to changes in fashion, in the conditions of 
production, and the like. Upward and downward movements 
of this kind may also occur under a stable money, provided 
that their effects upon the general level of wholesale prices 
compensate each other. 

Recent experience, however, has made it evident that the 
margin between prices and costs may also be increased in an- 
other way: if the expenses of production are greatly dimin- 
ished by the introduction of new labor-saving machinery, 
profits will rise even with an unchanged level of commodity 
prices. Thus employers are induced to expand production, 
and in order to do this they have to take up more credits; 
thereby the volume of money and credit in circulation is en- 
hanced. This cannot be prevented under a system of stable 
purchasing power as long as the price level remains unaltered. 
And average commodity prices may very well remain con- 
stant in spite of the expansion of credit, for the lowering of 
costs tends to keep them down. 

It is clear, then, that rapid technical progress may, under 
a system of stable money, lead to a boom. But is it an in- 


7Cf. W. Répke, “Krise und Konjunktur,” Wissenschaft und Bildung, CCC 
(Leipzig, 1932), 83. 
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evitable conclusion that the boom will be followed by a de- 
pression of approximately similar intensity, as was the case in 
the United States? This is, in fact, the conclusion of Pro- 
fessor Répke which leads him to reject the stabilization of 
purchasing power and to advocate a policy of “‘neutralizing” 
money as far as possible.’ The inference drawn from the ex- 
perience of the last few years, however, should by no means be 
generalized. It isa mere truism that there would have been no 
severe depression, perhaps only some temporary recession, 

after the stock-market crash, if it had been possible to keep 
the price level stable. And as it is only a question of prevent- 
ing the depression—a boom without ensuing depression being 
a most desirable phenomenon—we have, in fact, to deal with 
the problem of enlarging the powers and competencies of 
those responsible for the conduct of monetary policy in such 
a way as to enable them to intervene successfully in times of 
a strong downward tendency of business and prices. This is 
the real problem to be solved. Technical progress would then 
lose its present disadvantages and could unfold its benefits so 
much the better. There would be no longer any danger of a 
serious business retrogression following in the wake of eco- 
nomic progress; the prosperity brought about by the utiliza- 
tion of greatly improved methods of production could be made 
to last. 


Vv. THE IMPROVEMENT OF THE METHODS OF 
MONETARY STABILIZATION 


But how can the methods used for controlling the price 
level and the business cycle be reformed? What are the de- 
fects of the methods that have been hitherto employed for this 
purpose? 

It is a matter of common agreement nowadays that a lower- 
ing of the discount rate, however promptly it may be enacted, 
is not in itself a sufficient measure for combating a severe de- 
pression. Much greater effects are to be expected from open- 
market operations. Mr. Keynes is certainly right in stating 
that “Central Banks have always been too nervous hitherto ~ 


8 [bid., p. 108. 
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. . . . of taking measures which would have the effect of caus- 
ing the total volume of bank-money to depart widely from its 
normal volume, whether in excess or in defect.”® It is true 
that by purchasing securities the central banks can immedi- 
ately only improve the situation on the money market, but 
this may be of the greatest value in avoiding a financial panic. 
It is safe to say that there would have been fewer bank crashes 
during the last years in the United States if this device had 
been employed more energetically and, most of all, at an 
earlier date. In that case the consequences of bank crashes, 
namely, hoarding of cash, withdrawals of credits, closing of 
industrial and commercial enterprises, and so forth, never 
would have reached such enormous dimensions. Thus open- 
market operations no doubt represent a valuable means for 
preventing the crisis from spreading farther. But it is ques- 
tionable whether they are sufficient to bring about an upward 
movement of the business cycle. Large purchases of securi- 
ties by the Federal Reserve banks will certainly alleviate the 
situation on the money market and will cause interest rates 
to go down; but such purchases will hardly lead to a consid- 
erable increase in consumer demand. Therefore, employers 
will not be induced by any amount of cheap money to increase 
their output, as long as there are large stocks of unsold com- 
modities and no prospects for selling them in the immediate 
future.” In such a situation public enterprise, not necessar- 
ily working for sale at a profit, might fill the gap. Public 
works financed by credits which otherwise would not have 
come into being, would, by creating additional employment, 
also increase mass purchasing power, and in this way enlarge 
the hitherto insufficient demand for the products of private 
industry. 

It is most essential in this situation that public works be 
financed by credits. If they are financed by taxes private in- 
dustry is injured either by a shrinkage in consumer demand, 
or by a diminished supply of capital, or both. Thus public 

9J. M. Keynes, 4 Treatise on Money. Vol. Il. The Applied Theory of Money 
(London, 1930), p. 370. 

10 Cf. W. H. Beveridge, Unemployment. A Problem of Industry (1909 and 1930) 
(new edition; London, New York, and Toronto, 1930), p. 414. 
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works would probably become as detrimental indirectly as 
they are useful directly. 

As to financing by means of credit, three possibilities are 
to be considered: first, the flotation of loans on the general 
money market; second, the combination of this measure with 
open-market operations; and third, credits with the central 
bank, i.e., with the Federal Reserve banks in the United 
States. As long as the first method can be applied without 
serious disadvantages, it should certainly be preferred as the 
normal and conservative way of procuring money, and as a 
method which will not be exposed to any misinterpretations 
and misgivings. It is often said that the supply of credit for 
the purpose of private investment is rendered insufficient by 
extensive public borrowings. This may be true under normal 
conditions, but not in the situation we are here considering, 
namely, that private industries need credits almost exclusive- 
ly for meeting financial obligations, but rarely for investment 
purposes. It may also be objected that in times of severe de- 
pression the interest rate to be paid for public loans will be 
relatively too high, at least if public borrowing assumes large 
dimensions. This objection has certainly some weight. It 
will be difficult to make predictions here for a given case. In 
general, the quotations of previously floated loans may be con- 
sidered as a fairly reliable guide. But if it is a question of very 
large sums there is indeed a danger that the new loans could 
be placed only under much less favorable conditions and, 
moreover, that the quotations of the outstanding loans might 
go down. 

This can be quite easily avoided, however, if the Federal 
Reserve banks buy large amounts of government securities 
before and in part during the issuing of new loans. In this 
way a rise in the value of these securities might be brought 
about, or, at least, a fall in their value could be avoided and, 
on the other hand, conditions would be rendered favorable 
for the placing of the new issues on the money market. For 
the improved status of the older government securities would 
naturally react favorably upon that of the new ones; and the 
continued purchases of the Reserve banks would enable the 
money market to obtain the means necessary for the smooth 
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absorption of large new issues. At the same time it would be 
possible to avoid the danger™ that central banks, since they 
are limited in the type of securities which they purchase 
(usually government securities), might create an entirely 
artificial position in the latter relative to other securities. 
The increased demand for government securities caused by 
the open-market purchases would be met by an increased 
supply. 

This way of financing public works already shows some 
similarity in its final effects to the third of the aforementioned 
methods which consists in the contracting of credits with the 
Federal Reserve banks, these banks supplying the govern- 
ment with money which they are emitting on the basis of 
those credits. In the second case the Federal Reserve banks 
are also supplying the money market with additional means 
of payment by way of open-market operations, and this mon- 
ey, or part of it, is handed over to the government when the 
new loans are paid in by the subscribers. The results are 
therefore analogous to those in the third case, only the method 
is more roundabout. The third method would have the ad- 
vantage that it can be adapted more flexibly to the pecuniary 
requirements resulting at any given moment from the ad- 
vance of the public works. 

The “‘inflationary”—or, properly speaking, “‘reflationary” 
character of this method—is more obvious. Many ardent 
champions of “‘sound” money still view with alarm every in- 
crease in the amount of money, if it is designed to finance 
public expenditure of any kind. But their opposition will 
most likely be less violent if the second method is resorted to 
which, although quite similar in its most essential effects, ap- 
pears to be less offensive in its form, as it merely represents a 
combination of two well-known and generally approved de- 
vices, namely, open-market operations and public loans of the 
ordinary type. 

“The widespread fear of inflation may perhaps to a large 
extent be traced to the fact that under the present regulation 
of monetary policy nobody can safely predict how far an ex- 


™ Referred to by J. M. Keynes, op. cit., p. 372. 
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pansion of money and credit, once set on foot, will proceed. 
There is no fixed and obvious limit to expansion. If currency 
policy, however, is legally directed toward the stabilization of 
purchasing power, the limit of credit expansion would coin- 
cide with the attainment of the intended level of prices. 
Nothing would then be left to justify the fear of inflation. 

The present situation in the United States is, on the one 
hand, characterized by the fact that there is still a market 
capable of absorbing large bond issues, in spite of the havoc 
wrought by depression. On the other hand, public works con- 
stitute only one measure among a number of others designed 
to bring about a recovery. The amounts appropriated for 
these other relief measures exceed even the total amount 
($3,300,000,000) provided for public works. Public works 
must, however, be considered as the most effective method of 
speeding up recovery, by creating employment and restoring 
mass purchasing power. Now the question is: Will it be 
possible to secure the huge sums required for public works as 
well as for the other relief acts exclusively by the issue of 
government bonds and treasury bills? Here we may quote the 
following passage from the Report of the National City Bank of 
New York, of September, 1933: 

“The August 15 offering of $500,000,000 eight-year 34 per 
cent bonds and $350,000,000 two-year 1 per cent notes was 
extremely successful, subscriptions totaling $4,801,000,000, of 
which $835,000,000 was allotted in bonds and $353,865,000 
in notes. The reception accorded these issues, particularly 
the bonds, is highly gratifying in view of the enormous vol- 
ume of new financing for which the treasury must find a 
market during the next year or so. Altogether, the sum total 
of potential demands upon the treasury, created by the terms 
of the various relief acts, runs up to something like ten billions 
of dollars over the next two years. Quite probably the maxi- 
mum potentialities of these acts will not be realized; even so, 
the amount of new money which the treasury will have to 
raise is bound to be very great. Moreover, in addition to rais- 
ing new money, the treasury will have to meet its regular 
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maturities, to say nothing of commencing the formidable job 
of refunding the $6,268,000,000 of the Fourth Liberty Loan 
outstanding which becomes callable this year and matures in 
1938. 

“How are these vast needs to be provided for? Clearly, 
they cannot be wholly financed by increasing the floating 
debt; large amounts of long-term bonds will have to be sold.” 

Under such conditions a policy of extensive open-market 
buying would certainly prove very useful. It would strengthen 
the bond market during the period of heavy government bor- 


~ rowing and at the same time prevent any considerable rise of 


the interest rate. 

As soon as average commodity prices will have reached the 
level which had been set as the objective of monetary policy, 
government borrowing would have to be discontinued. No 
new works should be started then and those already begun 
should be financed to a larger or smaller extent out of the pro- 
ceeds of taxation. If the stimulus exerted by the additional 
bank credits or loans should turn out to be too strong and, 
therefore, prices should tend to rise above the stabilization 
level, the Federal Reserve banks would have to reverse their 
policy by beginning to sell securities on the open market and 
to withdraw from circulation the currency which is returned in 
payment for these securities.’ The effects of this action could 
be increased, if the government used the proceeds of taxation 
for the repayment of part of the loans or bank credits.™ 

If the policy outlined here in its main features is carried out 
successfully, the disadvantages of economic changes which 
are due to decreasing costs of production as a consequence of 
technical innovations, will be reduced to a minimum. Then 
progress, however rapid, will lose most of its present dangers; 
the transition to a higher level of general welfare will take 
place without serious distortions of the economic and social 
structure. 


3 This procedure has been suggested by P. W. Martin in his highly interesting 
study, The Problem of Maintaining Purchasing Power. A Study of Industrial Depres- 
sion and Recovery (London, 1931), p. 194. 
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It has already been pointed out that those business cycles 
which are characterized by a more rapid rise of prices than 
of costs of production can be avoided from the very beginning 
by a skilfully managed discount and open-market policy. The 
central banks could raise the rediscount rate and sell govern- 
ment securities as soon as the currency index shows an up- 
ward tendency. If this were done with appropriate speed and 
energy, no supplementary measures of the government or of 
communities would be necessary. 

As to the comparative frequency of these two types of 
business cycles, it has been remarked above that all pre-war 
cycles belonged to the type which is characterized by a more 
or less considerable rise of the price level during prosperity. 
Only the American boom from 1923 to 1929 and the ensuing 
depression are a conspicuous example of the other type. But 
apparently we have to deal here with a highly exceptional 
phenomenon: some economists used to speak quite properly 
of a second industrial revolution. The present depression has 
also been greatly aggravated by political disturbances of a 
highly extraordinary character; and international trade and 
credit relations have been especially impaired because of this 
factor. 


VI. INDEX STANDARD AND GOLD 


One more question remains to be discussed: The question 
whether and under what conditions the index standard ad- 
vocated here will be compatible with the maintenance of the 
gold standard. In modern countries adhering to the gold 
standard, gold is very seldom, if at all, used for domestic pay- 
ments. The purpose of basing the currency on gold is now- 
adays, first of all, to set up certain limits for the total amount 
of circulating media, and then to facilitate to some extent in- 
ternational payments. With an index standard gold is ren- 
dered at least superfluous in its first function; there is even a 
danger that it may become an obstacle to the stabilization of 
purchasing power, namely, if the production of gold for some 
reason or other should increase or decrease greatly, or if with 
a relatively stable gold production the supply of commodities 
should grow very considerably. Perhaps we should not over- 
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rate the significance of this too much. For, as Mr. Keynes has 
pointed out,"> an experience covering much ground and sub- 
ject to scarcely any exceptions shows that in the case of 
emergency the gold standard is usually suspended—from 
which it also follows that tying the currency to the precious 
metal by no means offers a reliable protection against a future 
serious shrinkage in the value of money, precisely because the 
tie is usually loosened in especially critical situations. 
Naturally, as long as the gold reserve is considerably larger 
than the legal minimum and thus leaves a fair margin for 
changes in the quantity of circulating money, there is no ob- 
jection against retaining a gold basis for the index standard. 
If the margin be too small at the outset, it might be enlarged 
by lowering the minimum reserve requirements. For tactical 
reasons it may be advisable to give the new currency system a 
“golden camouflage,” to use the expression of Mr. Keynes: 
in this way a really rational monetary policy could be initi- 
ated without any need of shaking the deep-rooted mass belief 
in gold as the general and invariable denominator of value. 
If the realization of a policy of monetary stabilization 
should at some time in the future prove to be incompatible 
with the present forms of the gold standard, thus making the 
connections between the value of gold and of money a current 
problem of the day, then it is quite safe to assume that busi- 
ness men and politicians would also show sufficient interest 
and understanding of this subject. But the rearrangement 
which would then take place would not necessarily consist in 
a complete abolition of gold. Solutions would also have to be 
considered which would aim at a thorough change in the réle 
of gold within the currency system. In this context the plan 
of Professor Irving Fisher must be mentioned. He would try 
to secure a stable value of the currency by changing the 
weight of the legal unit of money every month or even half- 
monthly, if necessary. Gold coins would be abolished, but a 
given quantity of notes could be exchanged against varying 
quantities of the precious metal. A note would represent a 
quantity of gold unchangeable in purchasing power rather 


1S Op. cit., p. 299. 
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than in weight, the purchasing power being determined by 
the currency index. Under this system gold would not have 
the function of determining to a large extent the total 
amount of currency, but it would still function as a reserve 
for the clearance of a temporary surplus or deficit in inter- 
national balances." 

The solution of the monetary problem which is being ad- 
vocated here is indeed not entirely free from disadvantages— 
but who has ever been able to suggest a “‘perfect”’ solution of 
this problem? In any case, if we carefully weigh all argu- 
ments, we arrive at the conclusion that the stabilization of the 
level of wholesale prices appears to be the best possible regu- 
lation of the currency system, a regulation which proceeds 
from a fixed and unequivocal principle. It might perhaps be 

said that the ideal solution is not to be found in basing mone- 
tary policy on a principle which has been laid down once for 
all, but rather in the liberty of action of the persons responsi- 
ble for managing the currency. It might be argued that the 
management should be authorized to take such measures at 
any given moment as are deemed to be most advantageous in 
that particular situation. They would, consequently, be per- 
mitted to raise the price level if they thought i it advisable, or 
to resort to deflation whenever they believed it to be the most 
suitable course. 

But such a policy would run contrary to the postulate that 
the regulation of the currency should be based as far as possi- 
ble upon objective and unchangeable criteria which leave no 
room for false interpretations, and be left as little as possible 
either to the discretion of individuals, who only too often 
might err in passing judgment on a given situation, or to the 
influence of powerful groups whose interests might not at all 
coincide with the general welfare. Readers familiar with eco- 
nomic theory will here instantly recognize an argument that 
is often put forward by adherents of the gold standard; but I 
think it may be claimed more properly for a well-regulated 
index standard. Under the latter system the road of mone- 
tary policy is marked much more accurately, and deviations 


16 For details of this plan the reader is referred to Fisher’s book, Stabilizing the 
Dollar, New York, 1920. 
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are much less likely to occur than under the gold standard in its 
present form. Involuntary aberrations from the straight path 
have happened again and again during the recurring business 
cycles which were characterized by heavy fluctuations in the 
volume of money and credit; and the peculiarities of legal 
reserve requirements make it also comparatively easy to set 
aside more or less deliberately the principles of sound mone- 
tary policy. In precarious situations the reference to the 
necessity of “protecting” the country’s currency helps to con- 
ceal the real situation. The actual or suspected withdrawals 
of gold by capitalists abroad or at home then preoccupy public 
attention. The suspension of gold payments under such cir- 
cumstances appears to be entirely justified, because other- 
wise the country would be deprived of its store of the precious 
metal. Under the cover of “temporary”’ difficulties in retain- 
ing the legally prescribed gold reserve, many governments in- 
flated their currencies heavily during the war and in part also 
in the years immediately afterward. The circumstances made 
it difficult for the general public to recognize the inflation. 

If, however, a stable value of money is the legally estab- 
lished aim of monetary policy, every intentional deviation 
from the marked road—be it inflation or deflation—is in- 
stantly noticed by changes in the index number of prices, and 
thus also rendered extremely difficult. Therefore the wide- 
spread distrust of the index standard as a “managed” stand- 
ard is entirely unjustified. Under this system the tendencies 
of monetary policy can be recognized instantly and clearly by 
its effects. No other system offers the same possibilities of 
public control. 
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INTRODUCTION BY THE EDITOR 


Can private enterprise in radio endure? It has tried to 
serve two masters: the advertiser and the public. There is a 
large measure of discontent. Recently a national convention 
of women’s clubs gave enthusiastic applause to a warning that 
broad sections of the public were tired of being considered 
morons. This year thousands of high-school debating teams 
are discussing the relative merits of British and American 
methods of radio control. 

In educational and cultural matters it might well be ques- 
tioned whether “what the public wants” is worth a row of 
beans. Standards in these fields come from the top down, not 
from the bottom up. Most of the “education” of present 
American broadcasting is more properly classified as “enter- 
tainment,” and the industry is proud of that fact as this pam- 
phlet makes clear. 

Freedom of speech has become a cloak for abuses that 
match the iniquity covered by certain appeals for freedom of 
the press. Carl Becker has pointed out that the most obvious 
manifestation of free speech today is the vulgarization and 
corruption of the public mind by radio, movie, and newspaper 
in the interest of private groups. Freedom is a sacred herit- 
age, but it is better defended by a critical scrutiny of those 
who abuse it than by a pathetic skirmish of slogans. 

How much reality is there in freedom of speech today when 
the system of communication is closely held, mainly for com- 
mercial purposes? Does not freedom of speech also imply free- 
dom of circulation if it is to be socially effective? How much 
of that freedom does our system of radio control provide? Is 
there anything to be learned in that respect from the English 
and Canadian systems? These are the questions to which Pro- 
fessor Jerome G. Kerwin addresses himself at a time when our 
national government is about to initiate a thorough overhaul- 
ing of the entire communication problem. 

This is the tenth of a series of Public Policy Pamphlets 
which the University of Chicago is publishing. Frequently 


ill 


the scholarly journals give no attention at all to problems that 
have an acute but temporary interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable public service by mak- 
ing available to the public whatever special training and in- 
formation it may have at its disposal. The continuation of 
such a series will, of course, depend upon its reception by the 
public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 

Harry D. GipeonsE 

April 20, 1934 


THE CONTROL OF RADIO 


THE BIRTH AND GROWTH OF RADIO IN THE 
UNITED STATES 


Sometime back in the days of hobble skirts and plumed 
Gainsborough hats, people everywhere read of a thrilling res- 
cue at sea. Scores of human lives were saved by means of the 
timely use of the wireless. People’s imaginations pictured a 
new era when men would talk over long distances without the 
use of wires. Few people dreamed of an era when few homes 
would be without an instrument that plucked music—sacred 
and profane—from the ether. National legislatures, however, 
promptly ground out laws devised to compel all steamship 
companies and individuals to equip their sea-going passenger 
vessels with wireless apparatus. The United States govern- 
ment clothed the Secretary of Commerce with supervisory 
powers over the licensing of wireless stations and wireless 
operators. 

The World War gave a new importance to wireless com- 
munication. Scouting and bombing planes sent code messages 
to military headquarters; ships at sea kept in touch with each 
other and with the stations on shore. The military value of 
the new medium of communication had been established. 

Then came the years immediately following the war, when 
inventive youth increased its vocabulary and mystified an 
older generation. Who does not call to mind the twelve-year- 
old who talked glibly of frequencies, condensers, cat’s whisk- 
ers, rheostats, resistance coils, transformers, and a mysterious 
thing called KDKA? Optimists hailed the complete reform 
and regeneration of youth. Psychologists hailed the new in- 
terest as the perfect example of sublimation. Many can recall 
the weird thrill that came in the late hours of the night from 
hearing the faint sound of signals out of a home-made radio 
set. Youthful radio fans and radio “hams” played and experi- 
mented with the new toy. Elders for the most part were either 
disinterested or skeptical. 
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Most of the two million dollars spent by the American pub- 
lic in 1920 on radio was spent by eager youths for parts of sets. 
It is interesting to note that when, in 1921, the vacuum tube 
came into use these sales trebled. Yet youth did not labor 
alone in furthering the development. A lone station in Pitts- 
burgh under the auspices of the Westinghouse Company 
broadcast in the fall of 1920 the election returns of the Hard- 
ing-Cox contest. This station, KDKA, continued to broad- 
cast speeches and phonograph records while Pittsburgh de- 
partment stores took advantage of the programs to boost the 
sales of radio parts. Then followed the broadcasts from WJZ, 
located in a crude hut on the roof of a Newark factory. The 
retail trade in radio jumped from the meager six million of 
1921 to an amazing sixty million in 1922. 

In all American industrial history there is no story more 
astounding than the rise to power of the Radio Corporation 
of America.t During the war the General Electric Company 
had developed a device known as the Alexanderson alterna- 
tor. Whatever group controlled this device, it was believed, 
controlled the future of radio. Realizing this, the British Mar- 
coni Company offered the General Electric Company five 
million dollars for exclusive rights to the invention. Repre- 
sentatives of the American Navy heard of the negotiations 
and immediately related the story to President Wilson during 
the peace negotiations at Paris in 191g. At once arose the vi- 
tal question, “Shall Britannia rule the ether waves?” What 
followed remains for Owen D. Young and others to include in 
their autobiographies. We may safely assume that matters of 
national defense and motives of patriotism played no incon- 
siderable part in the ensuing negotiations between the Presi- 
dent’s representatives and the representatives of the General 
Electric Company. The conferences came to an end with the 
formation of the Radio Corporation of America. Control of 
the Alexanderson alternator was to be kept in America. The 
new corporation was the imposing facade of the structure 
wherein were stored the patents and wireless interests of the 
General Electric, the American Telephone and Telegraph, the 


« For an interesting summary of this story the reader is referred to an article in 
The American Mercury (August, 1931), by Dane Yorke 
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Western Electric, and the United Fruit Companies. Follow- 
ing the purchase of the rights of the American Marconi Com- 
pany, there remained outside one large unit—the Westing- 
house Company. The Westinghouse Company owned wireless 
patents, too, but as important as they were they were not 
sufficient for the building of an all-round satisfactory radio 
apparatus. Feeling encouraged because of the original “sym- 
pathetic co-operation of our government” given at the found- 
ing of the Radio Corporation, the directors of the latter group 
entered into merger negotiations with the Westinghouse Com- 
pany. Westinghouse joined the R.C.A., receiving the privilege 
of manufacturing 40 per cent of all radio goods sold through 
the Radio Corporation; General Electric reserved the right 
to manufacture the remaining 60 per cent. With this deal 
concluded the Radio Corporation had two thousand wireless 
patents in its control. 

Profiting by the experience of the Westinghouse Company 
in operating station KDKA for the purpose of stimulating 
sales in radio sets, the Radio Corporation set out to give en- 
tertainment. The National Broadcasting Company, set up 
under its direction, took over the two New York stations 
WEAF and WJZ. To these two it added WRC of Washing- 
ton. As the public became more air-minded, the National 
Broadcasting group took over the operation of one station in 
each of four cities—Cleveland, Chicago, Denver, and Oak- 
land. Experimentation with chain broadcasting proving both 
profitable and popular, N.B.C.’s services along this line grew 
until seventy or more stations throughout the land were sup- 
plied with its programs. Nowhere else in the world today is 
there a more powerful radio group operated by private indi- 
viduals. - 

After much yain experimentation in attempts to develop a 
radio set that would not infringe upon R.C.A. patents, the 
Victor Talking Machine Company surrendered to the Radio 
Corporation by incorporating the latter’s radio sets in its 
phonographs. This was in 1925. In 1926 the Victor Company 
fell into the hands of a group of bankers and in time went the 
way of Westinghouse. In 1928 another company destined to 
take care of the talking-picture development was formed under 


[3] 


R.C.A. and christened the R.C.A. Photophone Company. 
The manufacture of tubes was placed under the jurisdiction 
of the R.C.A. Radiotron Company. The entertainment fur- 
nished over the National Broadcasting system led the Radio 
Corporation into closer contacts not only with vaudeville stars 
but also with vaudeville circuits and their managers, and be- 
fore the fateful autumn of 1929 arrived the leading vaudeville 
circuit of the country had a new name—Radio-Keith-Orphe- 
um—organized under the protecting aegis of R.C.A. The pos- 
sibilities of developing radio sets for automobiles led before 
long to an agreement with the great General Motors Corpora- 
tion and the formation of General Motors Radio Corporation. 
Of the stock of this new corporation, §1 per cent was placed in 
control of the General Motors Corporation, while the remain- 
ing 49 per cent remained with the Radio Corporation of 
America. In addition several offspring of the original parent 
had come into existence, such as the Radio-Marine Corpora- 
tion (for overseas communication), the R.C.A. Communica- 
tions (for domestic messages), the R.C.A. Victor (for the 
manufacture of receiving sets). It is doubtful if any other 
corporation in so brief a period as ten years had shown such 
powers of expansion. 

Was there not something like a combination in restraint of 
trade in all this? There were many complaints. Manufactur- 
ers and dealers complained of being “terrorized” and “intim- 
idated”’; of being refused financing by the banks unless they 
paid tribute to the R.C.A. Their complaints were taken up in 
Congress; the Radio Commission heard of them. The Chicago 
Daily News, the Los Angeles Times, the Christian Science 
Monitor, and the San Francisco Chronicle decided that it 
would be a good thing to despatch news by radio to eliminate 
wire costs and in pursuance of that object organized Press 
Wireless, Incorporated. After a vigorous fight before the Fed- 
eral Radio Commission it was awarded twenty short-wave 
bands. The corporation, however, had to have radio equip- 
ment; and to have radio equipment it had to deal with the 
group that had amassed the most important radio patents. 
The Radio Corporation of America laid down the following 


[4] 


rules for these enterprising publishers if they would get the 
desired equipment: 

1. They would not be permitted to operate as a non-profit- 
making enterprise. 

2. Their communications would have to be restricted to 
points within the United States. 

3. They would have to agree to route all traffic to and from 
foreign countries over R.C.A. circuits at regular rates. 

4. R.C.A. would have to be given permission to examine all 
books and accounts of the corporation. 

§. They would be required to surrender all patents owned 
or claimed by Press Wireless. 

The idea of the publishers had to be given up. But all these 
complaints against the radio giant came in the years of the 
great profit—of income without end. 

The Radio Corporation has always maintained that, al- 
though it was in a sense a combination in restraint of trade, it 
was a necessary combination. The necessity for such a com- 
bination could be discovered, it was said, in the transoceanic 
wireless communication field. Great Britain had controlled 
the cable situation for many years. In order that the United 
States might retain supremacy in transoceanic wireless com- 
munication, it was contended that one American group rather 
than several competing American groups should monopolize 
the field. Representatives of the Radio Corporation had in 
mind the federal Jaw generally known as the Webb Act which 
permits combinations in restraint of trade in export trade. 
The Sherman Act, which prohibits combinations in restraint 
of trade, is modified, therefore, by the Webb Act. Yet the 
Sherman Act does apply to export corporations if their mo- 
nopoly of foreign commerce seriously affects domestic com- 
merce. 

The question of whether or not the R.C.A. qualified as an 
export group or at least primarily an export group can legiti- 
mately be raised. In the beginning the Radio Corporation 
devoted most of its energies to the transmission of trans- 
oceanic messages. In 1921 64 per cent of its gross income 
came from transoceanic communication. In 1922 the percent- 
age of this business to the whole had dropped to 24, in 1923 
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to 15, and in 1924 to 8. Six years later, with the total year’s 
gross income at a hundred and thirty-seven million, the over- 
seas communication amounted to five million of the total. 
The radio-marine business had the same relative importance 
in the Radio Corporation as a circulating library in a chain 
drug store. 

What provision for the radio phenomenon did the United 
States government make? As mentioned before, a Radio Act 
was passed by Congress in August, 1912. The main provi- 
sions of this Act, in brief, provided that every station had to 
be licensed, that every operator had to be licensed, that cer- 
tain frequencies could be used, that amateurs could not use a 
frequency of less than fifteen hundred kilocycles, and that the 
administration of the law should be in the hands of the Secre- 
tary of Commerce, then known as the Secretary of Commerce 
and Labor. All regulations were embodied in the Act and 
little was left to the discretion of the Secretary of Commerce.? 
In 1921 recognition of the growing number of broadcasts of 
music and events was taken by setting aside a special fre- 
quency for that purpose. The government issued its first li- 
cense in September, 1921. By March, 1922, sixty licenses had 
been issued and by November of the same year five hundred 
sixty-four. Secretary Hoover estimated in the early part of 
1922 that there were six hundred thousand sets in use as 
against fifty thousand on the same date of the year previous. 
Despite repeated warnings of the need for action, Congress 
remained in “a state of wise and masterly inactivity.” 

Secretary Hoover, after holding conferences with repre- 
sentatives of all branches of the radio industry, proceeded to 
make his own rules. He classified stations, laid down rules for 
the use and maintenance of mechanical equipment, drew up a 
few regulations for programs, and provided for conditions of 
cancellation of licenses. As time went on more refined classifi- 
cations of stations and wave-lengths were drawn up by Mr. 
Hoover. The regulations were becoming more complicated 
when, in 1926, the crash came. 

The Zenith Radio Corporation of Chicago did not like the 


2 Lawrence F. Schmeckebier, Federal Radio Commission (Washington, 1932). 
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rules. It had been issued a Jicense for a specific wave-length 
and a limited time. Defiantly it “jumped” its wave-length. 
It brought suit in a United States District Court to test the 
power of the Secretary of Commerce to restrict a station to 
one wave-length. Zenith won its case. The Court held that 
the Secretary could only do what the Act of 1912 provided— 
limit stations within certain bounds. The station of its own 
accord could determine what wave-lengths within those limits 
it would use. The Court contended that there was “‘no express 
grant of power in the act to the Secretary of Commerce to 
establish regulations.” Shortly after this the Attorney General 
of the United States gave his opinion of the Act of 1912, and 
among other things said: 
1. A license is required to operate a broadcasting station. 


2. There is no doubt that radio is a proper subject for fed- 
eral regulation. 

3. The Secretary of Commerce has no power to specify 
wave-lengths. 

4. The Secretary of Commerce has no power to assign 
hours of operation. 

§. The Secretary of Commerce has no authority to limit 
the power used.3 

In other words, the Secretary of Commerce did not have 
power adequately to deal with the situation. 

The blow was dealt in April, 1926. Congress after long de- 
bate arrived at a temporary settlement by December of the 
same year. Not until February, 1927, however, was a radio 
act passed and signed by the President. Conditions in the 
intervening time were chaotic. The air was, indeed, free. The 
radio industry found little comfort in the chaos and perhaps 
less comfort in the debates over the bill, for legislation was de- 
layed in part because of the insistence on the part of a deter- 
mined minority that provisions against monopoly control of 
patents and apparatus should be included. Let us see what 
other countries were doing in the meantime. 


3 Schmeckebier, op. cit., p. 13. Note certain exceptions to points 3 and 4 in this 
reference. 
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HOW OTHER COUNTRIES MET THE PROBLEM 


In most countries radio was early recognized as a most im- 
portant contribution to military science. Because of its po- 
tentialities from the latter point of view and from the point of 
view of propaganda, governments, with the exception of our 
own, stepped in either to supervise the new development rigid- 
ly, or else to control it absolutely. It was not, as in the United 
States, a popular toy. Here and there, it is true, smaller coun- 
tries in the Western Hemisphere, such as Uruguay, followed 
the system of minimum supervision found in the United 
States, but by and large the method did not find favor. Be- 
sides the regulatory system existent in America,‘ four dis- 
tinct methods are variously applied: 

. The government may have a monopoly of broadcasting 
aa may own and contro] the broadcasting stations. This is 
the case in the Irish Free State and in Russia. 

2. The government may associate itself with a private 
monopoly, exercising control through stock ownership in the 
enterprise or through partial control in its administration 
through government directors, as in Austria, Italy, Czecho- 
slovakia. 

3. The government may set up a separate corporation dis- 
tinct from the state, but supervised by a governmentally ap- 
pointed board as in Great Britain and Canada. 

4. In France and in Australia a public system of radio 
broadcasting exists side by side with a private system. 

In Austria a monopoly of all broadcasting rests in the hands 
of a company of which the government controls 60 per cent of 
the stock. Support of the programs comes from license fees, 
depending in size not only upon the use to which the owner 
puts his set but also upon the amount of the individual’s in- 
come. A corporation similar to the Austrian is set up in 
Czechoslovakia under the Ministry of Posts and Telegraphs. 
The owner of a receiving set pays a small monthly fee for the 


4 While the cost of broadcasting is laid in most countries upon the listener, with 
the aid in some places of a government subsidy, in the United States it is borne by 
the advertiser or by the broadcaster who gives the program as a good-will adjunct 
to another business. In the United States one also finds broadcasting subsidized by 
private institutions, particularly educational institutions. 
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programs. Aliens may own sets only if their own governments 
grant the same privilege to Czechs. There is also a govern- 
ment decree forbidding Czechs to tune in on any German sta- 
tion; this applies, however, only to loud-speakers in cafés and 
other public places. 

There are, too, countries where radio reception is forbidden. 
Such is the case in Abyssinia; until recently it was also the 
case in Bulgaria. In the latter kingdom, at present, radio 
broadcasting is a government monopoly with reception per- 
mitted to a restricted class. 

As we should expect, broadcasting in Russia is entirely 
under government control through the Radio-Peredacha De- 
partment. Fees for private receiving sets run from one to sev- 
en rubles annually, the poorest paying the lowest rates. Here, 
again, the radio is an instrument both of education and of 
propaganda in its popularly accepted sense. Incidentally, 
Moscow has a station that shouts long and loud over the con- 
tinent of Europe, and there is no way of stopping it, for Russia 
does not belong to the International Broadcasting ‘Union (ex- 
cept for participation in technical work), which has for one of 
its purposes the observance of a general comity of the air— 
very often not observed by its own members. 

In France the government owns the most important sta- 
tions and leases time to private operators, who must be 
French citizens. French citizens pay fifty francs a year if the 
radio is used in a private home and more if used in a café or 
public place. There are still a number of private broadcasting 
companies, but the difficulty of maintaining them leads to the 
conclusion that in time radio in France will be in the hands of 
the government. 

During the past year, like every other enterprise in Ger- 
many, radio has been subjected to the general process of 
Gleichschaltung—or assimilation. The German system before 
Hitler was a semi-public arrangement in which ten corpora- 
tions operated, each having a monopoly within defined por- 
tions of the country. All were represented in a loose central 
federation, the Reich Radio Company, under one of the most 
capable broadcasting officials in Europe, Herr Giesecke.5 On 


5 He was sent to a concentration camp when Hitler came into power. 
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the boards of the individual corporations were government 
representatives, but the stations were privately owned and 
each succeeded in maintaining a fair degree of independence 
of action. Then came a change, with Von Papen, in July, 
1932. The regulations put into effect at that time aimed at 
public ownership of all radio stations under centralized con- 
trol. Since that time this aim has been practically realized. 
Private shareholders, company directors, and even adminis- 
trative staffs of the old private companies have gone.® In 
their places have been put Nazi directors, responsible to a 
General Director in the Ministry of Propaganda. Carrying 
out the principle of the corporative state, a Chamber of 
Broadcasters has been created uniting broadcasters, the wire- 
less industry, the wireless trade in sets, the wireless press, and 
the organized community of listeners into a body called the 
“Unit.” One of the main functions of the Unit is to see to it 
that every German home has a receiving set and that every 
public place is equipped with a loud-speaker. A license fee of 
twenty-four marks annually is exacted for every receiving set. 
The Ministry of Propaganda controls the programs. Govern- 
ment decrees forbid Germans to tune in on certain broadcast- 
ing from France, Russia, Czechoslovakia, and Austria. The 
whole system is definitely and frankly an instrument of Nazi 
propaganda. According to the General Director, broadcast- 
ing is to be “‘a sharp and reliable weapon for the Government 
.... the chief instrument of political propaganda.” “It is,” 
according to the same official, ‘““to create so broad a basis for 
National Socialism among the people that one day the entire 
nation will be drenched through and through with our philoso- 
phy.” 

The system of control which has attracted most attention in 
this country has been the British. In 1927, the year in which — 
our own Radio Law went into effect, the British government 
gave a royal charter to a corporation of five governors and a 
director-general (all government named), empowering them 
to conduct a public utility service by means of radio. The new 
corporation was to acquire a license from the Postmaster Gen- 


6 See pee Penal: by Ernest Barker at Bonar Law College, December, 1933. 
Printed in The Listener, January 3, 1934. 
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eral defining the rules under which it was to operate. The 
charter is to run for ten years, until 1937, when appraisal will 
be made of the experiment. It was provided that Parliament 
would hand over to the corporation annually part of the pro- 
ceeds of a reception fee of twelve shillings which would be col- 
lected from those possessing receiving sets. The British 
Broadcasting Corporation must broadcast any matter re- 
quested by a governmental department. It must, further- 
more, refrain from broadcasting anything which the Postmas- 
ter General may request it not to broadcast. There is, finally, 
the provision that in case of an emergency the government 
may take over the station, 

At the present time there is a great deal of discussion 
throughout the United States on the applicability of a sys- 
tem of the British type to American conditions. What is the 
British set-up supposed to do? Primarily, its purpose is edu- 
cationa]. Its aim is to raise the general cultural level of the 
population; it is not to give the people what they want. If 
education is to be the aim of radio broadcasting, it is absurd 
to talk at the same time, as some Americans do, of giving the 
public what it wants. Inherent in such talk lies a common 
error that democracy can cover all things. Education must 
come from above at all times. Indisputably, the British 
broadcasters do educate in art, drama, literature, music, reli- 
gion, and to a less degree in the social studies. 

Speakers on the general theories of economics and politics 
find opportunities for expression on the radio more frequently 
than speakers who criticize applications of these theories or 
the men who carry them out. A noncommital report resem- 
bling the “Study on Social Trends in America” will find readier 
acceptance in the broadcasting studios than a critical report 
on the tariff policy of the Conservative party. 

Being a public corporation connected with the government, 
the British Broadcasting Corporation has to take care not to 
offend the susceptibilities of foreign countries/ Not much 
more than a year ago a New Year’s Day pronouncement over 
the British broadcasting stations brought a sharp note from 
the Polish government to the British government. Fear of a 
similar happening prevented the broadcast in England of the 
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Harvard-Oxford debate on the cancellation of the war debts. 
In like manner, Mahatma Ghandi found himself barred from 
broadcasting in England because what he might have said 
might have embarrassed the government. Frank E. Mason, 
Vice-President of the National Broadcasting Company, calls 
attention to the situation that developed a short time ago at 
the Disarmament Conference in Geneva: 


The official motto of the British Broadcasting Company is, 
“Nation Shall Speak to Nation.” . . . . During the first period of the 
Disarmament Conference, the British Broadcasting Company put 
on seven programs from Geneva to Britain. Five were by the official 
commentator, who is also a commentator of the League of Nations. 
Vernon Bartlett is an employee of the League of Nations in what we 
might call ‘the propaganda department” of the League. The sixth 
speech was the opening speech of Arthur Henderson, and the seventh 
was one by the Archbishop of York. 

Opposed to that, the National Broadcasting Company put on 
thirty-eight broadcasts from across the Atlantic, and the Columbia 
Broadcasting System put on an average of two a week. 


The fact that the British broadcasting authority exercises 
such a discreet control over what is said indicates that an ap- 
preciation of the semi-official position of the British Broad- 
casting Corporation is definitely felt by Sir John Reith and his 
associates. On one occasion mentioned above—that of the 
Polish protest—the Foreign Office refused to accept responsi- 
bility for the statement of a speaker that Poland was “the 
little country which spends two-thirds of its budget on the 
Army.” It is possible to overestimate the factor of censorship. 
Talks on public affairs are given and criticism voiced. Rabid 
talks by rabid communists have been given over the protests 
of conservatives. The Postmaster General on the occasion of 
the protests against the speeches by communists said that the 
government of the day would not accept the responsibility of 
putting the seal of official approval on a broadcasting pro- 
gram. The British public seems, however, to have shown little 
resentment against the denial of the use of the radio on two or 
three celebrated occasions. 


It is agreed that the present governors of the British Broad- 
casting Company are examples of the best types found in the 
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British public service. They are doing the job efficiently and 
with as little cost as possible. Devoid of all advertising matter 
their varied and carefully arranged programs have called forth 
the admiration of our own countrymen.’ Their promotion of 
special listening groups, their publication of intelligently pre- 
pared syllabi for study courses, and their wholesome sense of 
adventure in attempting new methods of increasing public 
interest has been convincing evidence to many that they are 
far in the lead of America in the development of a well-ordered 
radio system. 

Canada has in large measure followed the example set by 
the mother-country. With the ever increasing use of receiving 
sets among the agricultural classes in 1928 and 1929 there 
grew a demand for adequate radio service in the outlying areas 
not reached by the stations of the large cities. In the metro- 
politan centers dissatisfaction with the existing system of 
broadcasting developed because of the large amount of time 
given to commercial advertising. These complaints led to the 
appointment in 1928 of a Royal Commission headed by Sir 
John Aird, a well-known Canadian banker. The report of the 
Commission recommended the creation of a national broad- 
casting monopoly to be operated by a corporation owned by 
the government. In 1932, the Canadian Parliament author- 
ized a special parliamentary committee composed of the rep- 
resentatives of all political parties to consider the Aird report. 
After a thorough investigation the committee declared unan- 
imously for the recommendations of the Aird report. 

The plan as finally adopted by the Canadian Parliament 
provided for the setting up of a national broadcasting system 
with a chain of high-power stations and a number of supple- 
mentary stations of lower power. A government appointed 
Commission of three—a chairman, vice-chairman (who must 
be a French-Canadian), and a third commissioner—is given 
control of the system and empowered to own, build, and oper- 
ate stations, to acquire by lease, purchase, or expropriation 
any or all existing stations, to make agreements with private 


7 See the excellent article on the British programs by B. H. Haggin, under the 


title of “Music That Is Broadcast,” in the New Republic for January 20, 1932. Some 
American authorities would vigorously disagree with Mr. Haggin. 
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stations, and to provide for or supervise programs. To attack 
the high cost of wire transmission, the Commission has al- 
ready set up land lines as fast as finances would permit. 


The Canadian system is supported by an annual license fee 
of two dollars collected from each owner of a receiving set. 
This brings the Commission an income of about a million and 
a half each year, out of which must come ninety thousand dol- 
lars for collection and a sum slightly in excess of the latter 
figure for inspection. Among other things this income enables 
the Commission to supply, every night, programs of three and 
four hours to all the provinces of Canada over both govern- 
ment and private stations—the programs being supplied free 
of any charge. The amount has also been sufficient, thus far, 
to enable the maintenance of programs over the government 
stations without any form of advertising matter. The Com- 
mission has, however, the power to sell advertising on the 
government stations, but is determined to refrain from tap- 
ping this source of revenue.® 


The Commission is sensitive to charges from any source 
that it is interfering with the right of free speech. Yet it has 
dealt vigorously with quackery, and has in this been ably 
assisted by the Department of National Health. On the other 
hand it has been liberal in permitting broadcasts on social and 
economic questions. Communists and syndicalists are not 
barred from presenting arguments, despite the usual protests 
which they inevitably stir up. The radical group of Canada, 
known as the Canadian Commonwealth Federation, attests 
to the impartiality of the Commission in these matters. The 
Commission does insist that the lecturers be good broadcast- 
ers. Asked on one occasion by Mr. H. V. Kaltenborn, the 
well-known American broadcaster, if a communist would be 
permitted to advocate the overthrow of the Canadian govern- 
ment by force, or if an atheist would be permitted to present 
his doctrine over the air, Mr. Charlesworth replied: 


. . a man may advocate the overthrow of the government but 


8 Before the passage of the present act in Canada, advertising on any program 
was limited to 5 per cent of the time allotted to the sponsor. The new Commission 
took over this regulation, which is at present applied to private stations. 
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if he advocates violence in connection therewith, he is liable to 
criminal prosecution. 

So far as atheism is concerned, it is not a problem that is likely 
to arise. We have no atheists of sufficient zeal and means to spend 
the money that would be required to put their ideas on the air. 

Generally speaking, we have to consider this with regard to the 
general question of atheism: The radio is the adjunct of the home. 
It is listened to by children as well as grown-ups and we would soon 
be destroyed in Canada, I am sure, if we permitted atheistic broad- 
casts to be put on the air in French Canada which is overwhelmingly 
Roman Catholic; or in rural Ontario which was, until recently when 
the Methodists and Presbyterians united, overwhelmingly Metho- 
dist. We must as a government institution be guided to some extent 
by public opinion. Whatever a man’s personal views may be, the 
public after all is providing the money for this and I am quite sure I 
would be justified in shutting atheistic arguments off the air. 

So far as the economic argument is concerned, people are inter- 
ested in hearing the other point of view even if they do not agree as 
a class. People are interested in all radical ideas. I think there is a 
public demand for a broadcast of that kind provided it can be car- 
ried on in decency and in an argumentative way.? 


We may conclude, then, that outside of the United States 
with a few relatively unimportant exceptions radio broadcast- 
ing is now or is becoming a monopoly within each state, and 
controlled directly through a department of government or 
indirectly through a special government-created corporation. 
Financial support of the broadcasting comes from special 
taxes on radio listeners. Commercial advertising tends either 
to be entirely prohibited or strictly limited. Finally, we may 
say that censorship exists under all systems and will undoubt- 
edly continue to exist. There will always be forbidden pas- 
tures. Nor is it likely that radio speakers will ever have the 
freedom of platform orators or of the writers for newspapers 
and magazines. The number of wave-lengths is limited; the 
air rapidly becomes crowded. Some authority must select 
from among the great number of competitors for broadcast 
bands. Some authority must select programs or set up general 
standards for programs. Radio, too, is such an all-pervading 


9 Radio and Education, 1933, pp. 93-94 (Chicago: University of Chicago Press). 
This work contains a very complete description of the Canadian system. 
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thing that it is difficult to see how the ordinary garden-weed 
variety of vulgarity and indecency is going to escape deletion. 
What kind of a censor would you have? H. V. Kaltenborn an- 
swers: “I should prefer a public rather than a private censor.” 


RADIO CONTROL IN THE UNITED STATES 


It is impossible to say with any regard for the accuracy of 
the term that there is a systematic control of broadcasting in 
the United States. It has often been contended that radio is 
still in the early stages of its development and that it would be 
a mistake to adopt a rigid system of control. It would seem 
unwise to contend that anything more stringent than the 
present regulations, or that anything quite as systematic as 
the British or Canadian regulations, would prevent or dis- 
courage experimentation or render impossible a free amend- 
ment of mistaken regulations. Absence of a plan may result in 
abuses, such as the growth of uncontrolled private monopoly, 
which a popular government may find difficult of correction. 
Government in the United States has more often been called 
in too late rather than too soon to remedy abuses growing out 
of the free play of private enterprise in industry and com- 
merce. 

The American method of dealing with radio broadcasting 
by government regulation is found in the provisions of the 
Radio Act of 1927, with its subsequent amendments, and in 
the activities of the authority set up under that Act, The Act 
provides for a commission of five, set up on the usual bi-parti- 
san basis which requires that there shall always be two repre- 
sentatives of the minority party. Appointment of the com- 
missioners is lodged in the President and the Senate. The 
President in nominating the commissioners must have due re- 
gard for geographical considerations: he is required to ap- 
point one commissioner from each of the five zones into which 
the United States and its adjacent territories are divided. No 
member of the Commission may be financially interested in 
the sale or manufacture of radio apparatus, or in the operation 
of a radio station. Despite the fact that a six-year term is 
provided, no member has served such a term. Congress has 


never been agreed on the value of the Commission. An un-_ 
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fortunate result of this indecision has been a constantly 
changing Commission membership with a consequent lack of 
continuity of policy. Uncertainty of tenure has seriously im- 
paired morale and undermined prestige. 

The two main functions of the Commission are, first, the 
licensing and regulation of domestic radio transmission, and, 
second, the protection of the interests of the United States in 
the international radio field. The Commission regulates 
through its power of issuing licenses for specified terms. It 
lays down technical rules for the obtaining and retention of a 
license and requires that a station be fully set up and equipped 
before receiving a license to operate.) We saw how under the 
Act of 1912 the Secretary of Commerce did not have the pow- 
er to limit wave-lengths with sufficient specificity. Under the ~ 
present Act the Commission may determine the frequency 
and the time of operation; it may grant or withhold licenses, 
using as its standard of judgment the flexible provisions of the 
Act that “public convenience, interest, or necessity’? must be 
served. It requires that all broadcasting must cease when dis- 
tress signals are being transmitted. Although a broadcasting 
station is not required to lend its facilities to candidates for 
public office, it is required to grant time on equal terms to all 
candidates in the event that one candidate has been granted 
an opportunity to broadcast.??) The Commission is bound to 
take cognizance of monopoly in the radio field, but only after 
a corporation has been finally adjudged guilty by a federal 
court of monopolizing ‘“‘radio communication, directly or in- 
directly, through the control of the manufacture or sale of 
radio apparatus, through exclusive traffic arrangements,” or 
through using unfair methods of competition. In such cases 
licenses are to be denied; thus far no licenses have been denied 
under the provision. 

An important function of any regulating authority which 
supervises communications is adjustment of rates. In this 
sphere the Commission has little jurisdiction. Evidently the 
Commission may exercise authority over rates charged politi- 
cal candidates, but only to the extent of assuring equal rates 
for all candidates. One will look in vain for provisions grant- 


t0 Note that this applies to candidates, but not to their friends, who may be legion. 
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ing jurisdiction over rates for private messages, rates for ad- 
vertising, rates charged by chains for programs, and “line 
charges” or the charge levied for the use of telephone wires in 
sending programs from studio to station or from station to 
station. The Commission may, however, revoke a license 
whenever the Interstate Commerce Commission or any feder- 
al authority having jurisdiction shall certify that the licensee 
has failed to afford reasonable facilities, has been guilty of 
discrimination in services or charges, or has levied unjust or 
unreasonable charges. Such charges of discrimination or un- 
just charges, however, may be used only against commercial 
stations. 

In March, 1928, an amendment was added to the Radio 
Act in the interests of our fellow-citizens of the wide-open 
spaces. Known as the Davis Amendment it has become the 
béte noir of the Commission and the broadcasters in the cen- 
ters of large population. The original radio legislation pro- 
vided that the licensing authority should make “such a dis- 
tribution of licenses, bands of frequency or wave-lengths, 
periods of time for operation, and of power among the differ- 
ent states and communities as to give fair, efficient, and equit- 
able radio service to each of the same.” Here again we have 
the old difficulty of reconciling politically established boun- 
daries with everyday realities. Radio waves do not know 
state lines, and while it is true that there is a tendency for 
radio broadcasters to locate in certain centers, yet a rule of 
greater flexibility than the foregoing is needed to correct the 
situation. Once again, too, we have before us an example. of 
the American’s distrust of administrators and his desire to 
enact all details into law. The administrator of former days 
deserved this distrust; we have been emerging from the spoils 
era in recent years. But to our legislators the redcoats are still 
coming in the form of increased administrative authority. 

What does the Davis Amendment make possible? A few 
years ago the owners of a station in Gary, Indiana, decided 
that they wanted longer hours of operation and a different 
frequency. Finding that, according to the Davis Amend- 
ment, the state of Illinois was over-quota and the state of 
Indiana was under-quota, the owners of the Gary station 
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went before the Federal Radio Commission and asked for the 
wave-length assignment and hours of operation of a Chicago 
station. A series of decisions and counter-decisions by the 
Radio Commission and the courts resulted in the revocation 
of the Chicago station’s license and its transfer to the Gary 
station. Both stations operated their transmitting plants at 
about the same distance from Chicago—seventeen miles. The 
Chicago station’s transmitter was located, however, about 
seventeen miles northwest of the city in the state of Illinois. 
The population served by these stations remained the same, 
but by far the larger part of it resided in Illinois. 

The Radio Law specifically denies the right of the Commis- 
sion to interfere with freedom of speech or to establish a gen- 
eral censorship. Yet it is given the power to determine what 
serves “public convenience, interest, or necessity” and it may 
deny a license or refuse renewal of a license on that basis. 
The law also provides that no person shall utter “any ob- 
scene, indecent, or profane language” over the radio. No li- 
cense has been revoked by an application of this provision, but 
licensees have been refused renewal of their licenses for violat- 
ing the clause. The powers of the Commission to regulate 
what shall go on the air are vague and indefinite. The Com- 
mission is not sure of its limits. It may soon find them. 

Station WOR of Newark recently put on a program of the 
Mount Rose Gin Distilling Company of Trenton. A male trio, 
known as “The Sizzlers,” was the advertising medium. The 
program was introduced by the following statement from the 
announcer: “Those listening in from dry states may now tune 
out this station, for the next program is not intended to offer 
alcoholic beverages for sale or delivery in any state or com- 
munity wherein the advertising, sale or use thereof is unlaw- 
ful.” 

The Radio Commission thereupon issued the following 
warning: 

The Federal Radio Commission calls renewed attention .... to 
that section of the radio act of 1927 which provides that stations 
are licensed only when their operation will serve the public interest, 
convenience, and necessity... .. Although the 18th Amendment to 
the Constitution has been repealed by the 21st, and so far as the 
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Federal Government is concerned, there is no liquor prohibition, it 
is well known that millions of listeners throughout the United States 
do not use intoxicating liquors and many children of both users and 
non-users are part of the listening public. The Commission asks 
broadcasters and advertisers to bear this in mind. The Commission 
will designate for hearing the renewal of applications of all stations 
unmindful of the foregoing... .. 


Unwarranted as this restriction may seem, yet it is difficult 
to sympathize with the lamentations of broadcasters and 
newspapers over its imposition. Knowledge of the censoring 
that goes on in broadcasting stations and in the press at the 
present time may make the neutral citizen a trifle skeptical of 
the sincerity of these protestants. It comes to this: Any other 
censorship than our own is sinister. Anyone acquainted with 


the supervision of radio programs knows that a great deal of 


stupid censorship is continually exercised. The writer remem- 
bers one occasion when he was forced to delete the name of 
King George III from his talk on the ground that a critical] 
reference to the present reigning monarch of a friendly state 
could not be permitted! One wonders whether a frank criti- 
cism or exposé of the present line charges would be permitted 
over the large chain systems. Mr. H. V. Kaltenborn found a 
few years ago that each time he criticized a federal judge 
(who might have to pass on telephone rates), a labor leader 
(who supervised the radio company’s labor contracts), ora 
Washington official (whose influence counted in the issuing of 
a broadcasting license) somebody in the broadcasting com- 
pany objected. There were plenty of instances during the 
prohibition era when advocates of repeal were ruled off the 
air. The more broadcasting becomes monopolized by a few 
great systems, as is likely to be the case, the more serious will 
become the question of censorship by private citizens. It may 
be that a counter-censorship by the government is the alterna- 
tive. It would not necessarily be a solution of a problem 
which is and will remain complex. 

What are the criticisms of the present system? Let us con- 
sider them under four separate headings. The first complaint 


1t See “Censorship on the Air,” by Mitchell Dawson, in The American Mercury, 
March, 1934. 
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involves a charge of uncontrolled monopoly in broadcasting. 
In a country of this size it is to be expected that adequate cov- 
erage of the area could come only from chain broadcasting; 
there is a great deal of benefit to be derived by the listening 
public from certain results of monopoly. The charge in the 
main is not based on the chain broadcasting set up by the two 
great systems in operation—the National and the Columbia— 
but it is based on the control of patents by the Radio Corpora- 
tion and its subsidiaries. Professor James T. Young states the 
criticism as follows: 


. . the control of radio by a single company or a small compact 
group not only may but has produced extortionate trade practices 
and unfair methods aimed to destroy the independent producer. 
Some of the most potent concerns in the radio field have been held by 
the Courts to be violators of the trade laws in attempts to set up 
artificial monopolies. ... . Section 13 of the present Act directs that 
broadcasting licenses and permits shall be refused to any company, 
firm, or person which has been finally adjudged guilty by a Federal 
Court of unlawfully monopolizing or attempting to monopolize 
radio communication through the control of the manufacture or sale 
of apparatus, by exclusive traffic arrangements or by unfair meth- 
ods of competition or other means..... In 1931 subsidiaries of a 
company which had been so adjudged in violation of the law never- 
theless obtained renewals of their licenses from the Commission.” 


The control of the Radio Corporation through its patents 
has been lessened by recent decisions of the federal courts 
which prevent the Corporation from dictating the use of 
R.C.A. tubes just because certain other patents of the Cor- 
poration are used in other parts of radio receiving sets.73 It 
was again the case of the mimeograph company’s attempt to 
dictate the kind of paper and ink to be used on its own 
patented machines. 

A second criticism is aimed at the general set-up and per- 
sonnel of the Commission. It has been charged that the Com- 
mission is too large for effective work, that it has not enough 


%2 The New American Government and Its Work, New York: Macmillan. 3d ed., p. 
283. 


3 General Electric and Westinghouse, by a consent decree, agreed to divest 
themselves of half their holdings in the stock of R.C.A. 
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to do, that the highest caliber of material is not appointed, 
and that decisions show favoritism, capriciousness and lack of 
foresight. The supervision of a great private industry is semi- 
judicial in character, requiring deliberation and exchange of 
viewpoints. According to sound administrative practice, a 
commission or board best assures deliberation and adequate 
supervision. Five members make up the present Commission 
because of the representative principles which members of 
Congress from thinly settled areas have insisted upon incor- 
porating. Since the country is divided into five radio zones by 
the Act of 1927, it has been provided by that same Act that 
one member of the Commission shall be appointed from each 
of the five zones. Undoubtedly three men could perform the 
functions of the Commission very well, but such an arrange- 
ment would not satisfy the salvation-through-representa- 
tion congressmen. With regard to the charges against the 
type of membership and the performance of the members, it is 
well to keep in mind that the public deserves less service than 
it is getting. Congress has had no settled policy, has appro- 
priated funds inadequately and spasmodically, and has made 
the terms of office of the Commissioners so uncertain that it is 
truly remarkable that anyone has been found able and willing 
to serve. One may praise this experimental system, but one 
should also remember that it plays havoc with stable and effi- 
cient administration. It is difficult to substantiate the 
charges of favoritism, owing to the fact that in the nature of 
things any Commission undertaking to do what the Federal 
Radio Commission must by law do will be subjected to abuse, 
recriminations, and bitter criticism. Since there are far more 
stations competing for wave-lengths and hours than there are 
wave-lengths and hours, we should expect considerable criti- 
cism. With the establishment of a more settled policy, defi- 
nitely determined powers for the Commission, assurance of 
security of tenure for the members of the Commission, ade- 
quate salary scales, and regular appropriations for service, we 
shall be better able to judge the impartiality and efficiency of 
the supervising authority. 

A third complaint often urged against the present system 
attacks the wire-line charges levied by the American Tele- 
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phone and Telegraph Company for hookups, remote controls, 
and other line services. It is estimated that between eight 
and ten million is paid annually by the broadcasting industry 
for these purposes. Of this sum the National Broadcasting 
Company (a member of the R.C.A. family of which the Amer- 
ican Telephone and Telegraph Company is also a member) 
spends nearly three million and the Columbia Broadcasting 
System spends about two million. Senator Dill of Washington 
calls the charges “‘unjust and indefensible” and says that they 
constitute an “evil which must be stopped.” “If these rates 
were reduced,” he contends, “‘there would not be any neces- 
sity for the radio systems to take so much advertising and 
they might give better entertainment.” 

We stand in need of a thorough Federal investigation of the 
line rates. Everywhere one meets dissatisfaction with wire 
charges. High rates may in the long run lead to greater use of 
short-wave transmissions, or to what is already quite com- 
mon, the use of very good phonographic recordings in al] sta- 
tions. 

The fourth complaint is more general than any of the other 
three.*® It involves the charge that commercialism is gradu- 
ally destroying radio broadcasting. As William Orton puts it, 
there has been created a “‘vast cacophonous sales mart of the 
air.” Dr. Lee De Forest, a pioneer in the industry, is most 
emphatic in his denunciation of “the continual drivel of sec- 
ond-rate jazz,” “blatant sales talk,” “impudent commands to 
buy or sell,” “sickening crooning by degenerate sax players,” 
and “‘broadcasters’ greed.’’? 

The reply of the broadcasters is simple enough—it is the 
same as that of the moving-picture industry—‘We give the 
public what it wants.” The retort is callous, indifferent, and 
irresponsible. Due to the greater certainty of immediate gov- 
ernmental action in the case of broadcasting, the public does 
not have to accept such filth on the radio as it sometimes gets 


14 Broadcasting companies assert that a great deal of the excessive cost of broad- 
casting is due to the high salary of radio stars. 


45 See “Why Isn’t Radio Better?” by Merrill Denison, in Harper’s, April, 1934. 


© Harper's, November, 1931. 
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in the “talkies.” Yet the sole standard of broadcasters that 
that is worth broadcasting which will either sell or create 
commercial good will makes for a low-standard program for 
the greater portion of the time. Educational broadcasts must 
under such circumstances accept a secondary place on broad- 
casting time. The best hours, from seven to eleven in the 
evening, when there is the greatest audience, cannot be given 
to them. A few years ago Mr. Sarnoff of the National Broad- 
casting Company gave this bit of sage advice to the Institute 
of Education: 


What the public demands of radio is entertainment. If the edu- 
cators on the air fail to recognize that fact in the development of 
education by radio, they are merely firing a blank cartridge. Every 
person entrusted with teaching by radio should be required to pass 
an examination on his ability as a showman. When education joins 
hands with radio, it enters the show business. 


The Federal Bureau of Education adds the following advice 
for radio educators: 


Write out your exact wording. Begin with one or more striking 
statements. Present your specialty on the level of thirteen-year-olds. 
Do not overrate the intelligence of your listeners. Anecdotes, short 
and clearly to the point, are good. 


There is plenty of evidence to justify the complaint that 
radio program makers have followed “the level of thirteen- 
year-olds” standard. The broadcasters claim that they must 
reach, not the few, but the largest number of people in order 
to make the programs pay. In order to secure the large audi- 
ence which advertisers want and will pay for, it is necessary 
to stage the Jeast elevating types of program during the best 
listening hours. Practically every program within that time 
suggests a surrender to current standards of taste. j 

All the evidence that the people of the country are getting 
what they want is not in. Thousands of listeners never think 
of writing letters of commendation or otherwise to a radio sta- 
tion, and these are usually the people with conservative or 
cultural tastes. Many of these people would prefer shutting 
off the radio altogether rather than writing a letter of protest. 
Recent investigations in Canada and in the United States 
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would indicate that this class is much more numerous than 
previously assumed to be. Deems Taylor believes that “if the 
intellectual group in the community does not receive the pro- 
grams it desires, it has but itself to blame; for it never makes 
its wants known.” There is, however, abroad in the land a 
conviction among large numbers of people that protest is fu- 
tile as long as commercialism lies at the base of the broadcast- 
ing structure. With that base accepted as inevitable one may 
understand, without accepting, the fear of the broadcasters 
that they may assume too much intelligence among the mass 
of Americans. 

United States Senator Dill blames the Radio Commission 
for the amount of advertising matter in the programs. He says: 

It does not seem to have any conception of its duty. Under a 
Supreme Court decision it has power to decide as to the character of 
advertising as well as what per cent of advertising shall figure in a 
program..... People are becoming dissatisfied with radio programs 
because of the profuse amount of advertising and the lack of real 
entertainment. The Commission should act in this matter in the 
interest of the public. 


It is unfair to charge that all programs show bad taste or 
that advertising destroys every program. There are excellent 
sustaining programs on the air. The broadcasts on the state 
of the Union by President Roosevelt constitute a great ad- 
vance in civic education. The ease, however, with which edu- 
cational programs are brushed aside for the sponsored pro- 
grams has created the disconcerting feeling that the place of 
worth-while programs is not only secondary but insecure. 

The government does owe something to its citizens. It 
should provide such facilities to promote the public welfare as 
private agencies are either unwilling or unable to provide. In 
such a réle it instructs, educates, and guides; in such a rdle it 
seeks to improve the public taste and to make available to all, 
opportunities for mental, cultural, and spiritual improvement. 
The radio as now supervised does not serve the higher needs 
of the state or of the people. It is not realizing its possibilities 
to the full. What course should be followed? 

A new policy must aim at the restriction or elimination of 
commercialism. Greater control must be lodged in the federal 
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authorities to exercise discriminating severity, adequate regu- 
lation, and to provide some yardstick of measurement to 
keep the public constantly aware of the best that is possible 
in broadcasting. Let us realize the best possibilities of private 
enterprise. Let us provide efficient supervisory administra- 
tion. To accomplish these ends the federal government should 
take over from five to ten frequencies within the §co to 1000 
kilocycle range. In addition it should reserve for its use a cer- 
tain number of channels in the short-wave band recently 
thrown open for use. These should not all be assigned without 
consideration of the possibilities of governmental needs. After 
careful study it should, with a view to furnishing radio service 
to all, erect its own chain of stations. If a fair line-rate agree- 
ment cannot be reached with the privately owned telephone 
companies, it should erect its own wires. Over these stations 
it should provide a variety of programs both for education and 
entertainment and it should make these programs available 
free of cost to all regularly licensed stations. Advertising of 
any kind should be forbidden over government stations; the 
public should have an opportunity in this way to enjoy com- 
plete programs uninterrupted by the ballyhoo of advertisers. 
Since the license-fee system of other countries would be diffi- 
cult of enforcement in the United States, it is here suggested 
that we frankly face the necessity of governmental support 
from the public treasury. The initial cost would be high— 
perhaps well over a hundred million. This expenditure in the 
interest of defense, education, and control in behalf of the 
people would be fully justified. 

Privately owned stations could still be licensed and the 
operation of such stations should be encouraged. The govern- 
ment might legitimately charge a fee for a license to broad- 
cast. Limitations to prevent obscenity, political discrimina- 
tion, monopoly, and advertising taking up more than § per 
cent of any broadcast should be applied. Pending the estab- 
lishment of central control of all communications, the radio 
system public and private should be controlled in a bureau of 
radio communications in the Department of Commerce. Di- 
rection of the system should be placed in the hands of a chief 
of the new bureau appointed by the President with the advice 
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and consent of the Senate. An advisory board representative 
of geographical areas, the radio industry, educational inter- 
ests, cultural groups, and religious bodies should be appointed 
by the President to assist the chief of the radio bureau in the 
administration of the radio laws; responsibility, however, 
should rest with the chief. 

The foregoing recommendations are not offered as a com- 
plete solution of all difficulties past, present, and to come. 
They avoid the extremes of governmental monopoly on the 
one hand and uncontrolled private competition on the other. 
They provide for control of broadcasting sponsored by private 
interests not only through administrative supervision but 
through the provision of a yardstick or standard by which the 
people can measure success or failure of both the private and 
publicly controlled systems. It is the application in the radio 
field of measures similar to those already undertaken by the 
government in the Tennessee Valley and at Boulder Dam— 
measures designed to force good behavior upon the privately 
owned electric utility interests. Here, too, would be the best 
of opportunities to experiment with types of programs (during 
the best hours) which the commercial interests reject. The 
groups now controlling the radio field will undoubtedly oppose 
this plan as they opposed the Fess plan to reserve fifteen fre- 
quencies for educational institutions and their broadcasts. 
The theory of rugged individualism will raise its hoary head, 
and many a practical business man will once again show how 
he loves his theories. The incontestable fact remains, never- 
theless, that the privately controlled commercial broadcasting 
system needs a corrective which because of its nature the sys- 
tem cannot apply to itself. 
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INTRODUCTION BY THE EDITOR 


This pamphlet is based upon a lecture by the author before 
the Chicago Council on Foreign Relations. The monetary 
situation has not changed markedly since the time of its de- 
livery (January 6, 1934) and the material therefore remains 
largely in its original form. The author wishes to express his 
appreciation to Miss Mary de Coningh for her assistance in 
preparing the manuscript for the press. 

Dr. Melchior Palyi—formerly of the faculty of the Han- 
delshochschule at Berlin and economist for the Deutsche 
Bank—is now a visiting member of the economics department 
of the University of Chicago. 

This is the eleventh of a series of Public Policy Pamphlets 
which the University of Chicago is publishing. Frequently 
the scholarly journals give no attention at all to problems that 
have an acute but temporary interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable public service by mak- 
ing available to the public whatever special training and in- 
formation it may have at its disposal. The continuation of 
such a series will, of course, depend upon its reception by the 
public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 

Harry D. GIDEONSE 

May 7, 1934 
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MONETARY CHAOS AND GOLD 


I. A MONETARY CHAOS 


In the last few years before the present depression, Europe, 
disregarding Russia and some minor exceptions, constituted 
a monetary system with very strong co-operative links. The 
mechanism of the gold standard tied the countries closely 
together, and this tie was re-enforced through the partial re- 
placement of the gold standard by the gold-exchange stand- 
ard. Central banks and commercial banks co-operated di- 
rectly, and indirectly through short- and long-term capital 
movements which gradually minimized differentials in inter- 
est rates, and established almost uniform standards of confi- 
dence in the banking structures of the different countries. 

All these ended in the depression, especially since 1931, and 
a bewildering multitude of currency systems have developed, 
almost without parallel in modern history. 

There are in Europe at least six types of currencies, each 
with widely different policies, methods, and organizations. 
To begin with, four or five gold countries with a genuine gold 
standard are left, i.e., with the possibility of converting home 
currency into gold, and gold into home currency at fixed rates. 
The common characteristic of these countries is that they 
have no major external debts; or, at any rate, their external 
debts, which at any moment might be liquidated, amount to 
far less than their external liquid assets (balances) plus their 
gold reserves. They are creditor countries, in the true sense 
of the word—except in the case of Lithuania. It sounds 
strange that a poor Eastern country like Lithuania should be 
in the same category with some of the richest Western credi- 
tor nations. The reason is obvious; Lithuania has no debts 
to be liquidated, because it did not enjoy much credit in the 
previous period. 

So much for the gold group—but the rest of the European 
continent is by no means simply “off” gold. There is a second 
group of so-called gold countries, such as Italy and Poland, 


[1] 


which are proud of being on the gold standard. These are 
debtor countries with a comparatively minor external debt 
burden. Their exchange rates are kept stable. They are ready 
to accept gold and to convert it at a fixed price into home cur- 
rency. But they do not readily convert the home currency 
into gold. They keep the value of their money in terms of for- 
eign exchange rates stable by close control of the balance of 
payments; and their nationals at home are not supposed to 
take advantage of the pegged exchange by converting their 
cash holdings into gold and foreign money. Methods never 
discussed in textbooks or in banking literature have been de- 
veloped to avoid a run on the commercial and central banks. 
If a run starts in such a country with an “artificial gold stand- 
ard”’—as it might be called—the police stop it very quickly 
indeed. Those who try to make a run are successfully dis- 
couraged from endangering the currency stability. Even on 
foreign markets, there is practically no speculation in the 
Italian lira or the Polish zloty. Market manipulation outside 
and police pressure inside seem to do the trick. 

A third group of governments also claims to be on the gold 
standard, but nobody outside of the countries in question 
takes their claim very seriously. Such countries as Germany, 
Czechoslovakia,t Roumania, and Bulgaria maintain a fixed 
par of their currency against gold. They apply the same or 
similar methods as the countries on an artificial gold stand- 
ard, and, in addition, they divide their currency system into 
two sections. The one is the national’s currency, including 
his bank deposits, the value of which is kept at par with gold, 
but under a protective glass cover. Foreign exchange regula- 
tions protect them against the cold winds which might blow 
from the exchange markets. Another substantial part of the 
currency consists of the deposits of foreigners. Foreign credi- 
tors are not supposed to sell their deposits or to use them for 
any purpose; nor are they supposed to liquidate their securi- 
ties held in the debtor country. Their claims are frozen in- 
deed. So far as they get permission to use them, they have 


Czechoslovakia has since devaluated its currency by one-sixth (16 per cent). 
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to take a loss, which means the same as a depreciation of the 
currency. In other words, the German’s currency in Germany 
is kept at par, but is not to be used outside the country; the 
foreigner’s balance in Germany is depreciated by some 20 to 
40 per cent, if he gets a chance to use it at all. Of course, the 
countries in this position are the major debtor countries, 
especially loaded, also, with short-term debts. 

In contrast to this last group of states with a partly de- 
preciated and partly stabilized currency, a fourth group com- 
bines actual depreciation of both the internal and the foreign 
section of the currency. The former, however, is less depreci- 
ated than the latter, since the foreigner’s money is frozen in 
standstills, moratoria, etc. Some of these countries acknowl- 
edge the depreciation of the home currency, like Austria, 
Esthonia, Spain, Jugoslavia, and Portugal; others try to 
keep up artificial rates of exchange, as in Hungary and Latvia, 
with the consequence of a marked difference in the internal 
valuation as compared with the external. 

The present British currency is very different from these 
artificial regulations of an open or hidden type. England and 
the Scandinavian countries are “off” the gold standard, but 
practically without exchange regulations or with only minor | 
and recent ones. In spite of fluctuations in its foreign ex- 
change rates, and the Bank of England’s refusal to convert 
pounds into gold, England has an open gold market, and is 
subject to international short-term capital movements. Of 
course, there is no discrimination in England against the for- 
eigner’s money, which would be the end of an international 
money market. The English currency system, and to a lesser 
extent the Scandinavian, without being on gold in any strict 
sense, shows a greater similarity to the gold standard than 
most other depreciated currency systems. In England, so far, 
30 to 35 per cent depreciation is by no means based on or fol- 
lowed by any very substantial amount of currency or credit 
expansion. The exchange rate is manipulated, but otherwise 
the monetary system is not changed fundamentally. This is 
a new type of currency, which has no place yet in our tradi- 
tional classification of monetary systems. It is certainly not 
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a gold standard, but it is just as certainly not identical with 
most other inflations in modern history. The term used for 
this system is “controlled inflation,” about which more re- 
mains to be said. 

Lastly, there is also at least one “genuine” inflationist sys- 
tem in Europe. This is the Russian currency, about which, 
however, little is known. Its external value has been reduced 
by some 9§ per cent. The Turkish pound is depreciated by 
almost go per cent, too. Both are certainly different from 
“controlled inflation” by the amount of depreciation as well 
as by the underlying trend of the policy. The so-called con- 
trolled inflation in England and elsewhere tries to cope with 
the problem of a surplus, and its effect on the economic struc- 
ture. The Russian monetary policy is faced with a problem of 
deficiency. In the one case we have an “overproduction,” in 
the other a shortage of goods; in the former we find a mone- 
tary policy which is supposed to overcome the lack of de- 
mand, and in the Jatter a monetary manipulation to over- 
come the insufficiency of supplies. Russia’s monetary isola- 
tion is practically complete, and its policy, therefore, has 
little or no relation to the rest of Europe. 


II. THE BREAKDOWN OF THE GOLD STANDARD 


Amateurs in medievalism might be favorably impressed 
with this bewildering picture of monetary chaos. They might 
be still more pleased to learn that the variety of currencies in 
Europe, as a whole, is minor as compared with the variety 
of subcurrencies within some individual countries. In Russia 
there are as many types of paper money as there were cate- 
gories of people “entitled” to special status in purchasing 
power. Germany has at least eight major types of “blocked” 
marks, in addition to the non-blocked marks, and innumer- 
able minor ones. The confusion is somewhat similar to that 
on the continent in medieval times, when almost every city 
had its own coins, in addition to royal, imperial, and foreign 
coins, etc. Never before, however, has there been so much 

“planning” and bureaucratic efficiency wasted on monetary 
matters. In middle Europe literally tens of thousands of 
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people are engaged in regulating monetary influx and outflow 
controlling capital movements, watching international ac- 
counts, checking on deposits and security holdings of for- 
eigners, as well as on the foreign holdings of nationals, and 
trying to equalize import and export items so as to avoid an 
unfavorable balance of each individual country against the 
other. The gold standard certainly involves much less cost 
of management than any of the present-day “managed” cur- 
rencies. But the gold standard in most countries has broken 
down. In debtor countries, the process could easily be fore- 
seen; the astonishing thing is that it did not break down 
earlier, and that it still holds its own to quite an extent. En- 
trenched behind the barbed-wire fences of foreign exchange 
regulations, and with largely frozen banking structures, a 
number of countries devoid of gold reserve still hold on and 
keep up at least a partial or nominal gold parity, avoiding so 
far major inflations. 

But why did the gold standard apparently fail in leading 
creditor countries? It is worth while to recall the reasons for 
the breakdown which has led to a widely accepted theory that 
the gold standard has created the depression, or has not been 
able to resist it. What actually happened was an unprece- 
dented mismanagement of the gold standard before the crisis. 

To begin with, a type of central bank co-operation known 
as the “gold-exchange standard” was widely developed dur- 
ing the so-called prosperity period. For example, London 
loaned short-term money to many other places which did not 
withdraw the whole amount in gold. Some of the gold re- 
mained in London and was further used as an integral part of 
the Bank of England’s gold reserve. The proceeds of the 
loans, in the form of pound bills on London, turned up, how- 
ever, at the central banks of the borrowing countries and were 
used there, too, as reserves for note and credit expansion. In 
addition, the Bank of England also persuaded the central 
banks of some of the creditor countries to keep part of their 
gold reserves in London. The Banque de France alone, in 
1929, had over 30 billion francs worth of foreign exchange in 
its portfolio. On the whole, until the end of 1929, a growing 
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total of the gold of European countries was actually not in 
those same countries’ vaults; and a credit structure was built 
up in which each country used, partly at least, the same gold 
as the basis for the issue of circulating media. One might as 
well speak of a “gold-stretching standard.” The existing 
gold reserve was stretched artificially so as to serve as the 
basis of a duplicated or triplicated credit system of the world. 

As soon as the crisis came, and the gold was withdrawn in 
one or several places, the fabric stretched too far and gave 
way. The superstructure of multiple-credit systems, which 
were using one gold reserve for several countries, had to 
break down. If any single institution can be pointed out as 
most responsible for this development, it was certainly the 
Bank of England. It tried to carry out an easy-money policy 
with a gold reserve of 25 per cent or so, and this in a country 
in which gold circulation had disappeared since the war. 
One of the richest countries in the world, and certainly the 
greatest creditor country, had not cared to build up sufficient 
liquid reserves to face any major drain on its gold. It tried 
to play the gold game and at the same time to disregard its 
rules. 

The tremendous propaganda in Great Britain carried on 
by bankrupt industrialists, economists, journalists, and poli- 
ticians to keep the interest rate low, induced the Bank of 
England to pursue a policy which sooner or later had to face 
a crisis. Even after the crisis started, the Bank did not at- 
tempt to defend itself seriously. In May, 1931, just at the 
breakdown of the Austrian Credit Anstalt, the Bank of 
England’s discount rate was lowered to the record low of 23 
per cent, and only when the twelfth hour struck, and the 
German banking system crashed, was the rate gradually, 
although inadequately, raised to 43 per cent in the course of 
the summer of 1931. Without wanting to leave the gold 
standard, and without defending it properly, one of the 
foundations of British stability was left to break almost over- 
night. 

The gold-exchange standard ended, of course, when a num- 
ber of leading and non-leading central banks lost the whole 
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or major part of their capital on their pound reserves. This 
practically finished the intimate co-operation of central 
banks. As a matter of fact, there had been too much co-opera- 
tion! The Bank for International Settlements in Basle offered 
still another channel for it. A “club” of central bankers, in 
which some of the minor and inexperienced members had a 
good opportunity to learn the A-B-C of foreign exchange, did 
not hurt anyone. But the co-operation extended far beyond 
“club” matters, and even beyond the gold-exchange standard. 
Under the leadership of Governors Montagu Norman and 
Benjamin Strong, and independently of the Basle Bank, a 
spirit of credit expansion had been propagated and even 
actively supported by the central banks (with the possible 
exception of the French, which since its reconstruction after 
the inflation has been rather inhibited in such policies). The 
Anglo-American inflationary spirit, based on the “new era” 
philosophy on one side of the Atlantic, and on the cheap- 
money propaganda on the other side, carried the tide. It has 
not been confined to the countries with ample capital supply. 
Long-term credit, which was not even cheap, and compara- 
tively cheap short-term funds were swept over the world. The 
credit inflation, centering chiefly in the United States, Eng- 
land, and Germany, has been due to a major extent to these 
policies which tried to overcome the inevitable post-war 
readjustment of political and social issues by a liberal offer 
of purchasing power. It tried to reconstruct the world on a 
stable basis such as the gold standard, and to push it at the 
same time to a rapid expansion. Stability and rapid credit 
expansion are not compatible, however. The day of reckon- 
ing was inevitable. 

When it came, it found most continental banking communi- 
ties in an even more difficult position than the British and the 
American. In most countries, liquid capital resources, home 
and foreign, have been more or less artificially mobilized, 
and led into investment channels mainly of three types. In 
the first place, in papers representing non-existing invest- 
ments, such as the bonds of the famous silent Swedish gentle- 
men, the Hatry, Insull, Oustric, Lahusen securities, etc. 
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Second, most of the money was spent, especially by cen- 
tral and local governments, on all kinds of unproductive 
projects, including military preparations and social expendi- 
tures of all sorts, charity in its broadest sense. Third, it was 
spent for long-run speculative purposes, for the development 
of agriculture, industry, means of communication, and real 
estate, which might turn out to be good investments some 
day. But these developments were often far ahead of their 
time and out of balance with the growth of demand for the 
products involved. Their earning possibility presupposed a 
major growth of population and, at best, a longer time than 
most investors were inclined to wait. The consequences were 
especially grave if the investor gave his money under the 
usual assumptions of a short-term arrangement or of an easily 
marketable security. Illiquidity and Insolvency were born 
as twins. 

The English banks borrowed short-term money from all 
over the world, and lent it to Central European banks, gov- 
ernments, and firms, which used it in such a way that a run 
had to be faced sooner or later. When it came, Central Europe 
protected its credit structure by freezing it in standstills, 
moratoria, and foreign exchange regulations. London pro- 
tected its City by sacrificing the pound. The City withstood 
the run. Not a single British bank failed, thanks to the in- 
solvency of the Bank of England. Of course, all this was by 
no means “planned” or preconceived. The British, until 
almost the last moment, relied upon the traditional strength 
of their money market, and upon the forthcoming help of 
the Americans. There was some help forthcoming, indeed, 
from both Paris and New York, and in previous crises such 
help had saved the situation. But this time the Paris banks 
had to face an internal run, which was not much more pleas- 
ant than an external one; and the confusion in America 
was fundamentally as bad as anywhere else. The mal-alloca- 
tion of resources and the consequent illiquidity of the credit 
apparatus has not been restricted, unfortunately, to the 
European continent. 
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The world stood at the end of an era of reckless spending 
without financial leadership, without even financial common 
sense. Similar to certain phases of the mercantilistic period, 
it was an era of credit and profit stimulation by protectionist 
methods and of consequent expansion of industry on many 
lines far beyond the balance with growth of demand. In many 
countries the gold standard “broke down,” i.e., it had to be 
given up because it had been manipulated in a way which 
made its maintenance for the banks unbearable. Insufficient 
gold reserves and illiquid banking assets are the two funda- 
mental conditions under which the gold standard cannot be 
maintained. The responsibility for the ensuing breakdown 
was often placed upon the gold standard. In fact, it should be 
ascribed to the conditions under which a breakdown was in- 
evitable. 


III. CAN FRANCE HOLD THE GOLD STANDARD? 


However, the situation was not, and consequently is not, 
the same in every country. Creditor countries with sufficient 
gold reserves against their possible short-term debts were in a 
different position from Germany and Great Britain. Very 
different, indeed, if they did not use their own and other peo- 
ple’s money to the same extent for unwise investment and 
speculation. 

France and Holland, Switzerland and Belgium, are in a 
comparatively stronger monetary position than the others, 
due to a higher degree of liquidity of their banking structure 
and their investment system. They have not today govern- 
mental debts that are comparable on a per capita basis to 
those of England. Their banks are not filled to any extent, 
like those in Great Britain and in America, with government 
and other bonds, or like those in Germany and Italy, with 
industrial securities, or like those in Eastern Europe, with 
agrarian mortgage paper. The credit of the banks has not 
been applied to long-term finance in the same proportion as 
in other capitalistic and many semi-capitalistic countries. 
The mal-allocation of resources—since 1927—has not at- 
tained by any means the dimensions in France which it did 
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in the English-, German-, and Italian-speaking world. Con- 
sequently, they had no “prosperity” before, and were not 
“frozen” after the crash of 1929 to any extent comparable 
with most of their neighbors. 

The primary reason is, perhaps, a more “sound” or tradi- 
tional view of financial matters. The Frenchman is not so 
easily inclined to incur debts for enterprising ventures as are 
most of his competitors in the West and East. He is still 
less inclined, on the whole, to trust his money to debtors who 
are willing to take any amount at almost any rate. Conse- 
quently, French economic progress is slower, but industrial 
fluctuations are also more limited. With fewer debts, the 
Frenchman combines higher cash reserves. The per capita 
cash reserves of the country, even before the depression, were 
the highest in the world. In England, the United States, and 
Germany, as well as in most other “modern” countries, the 
credit system is the famous inverse pyramid, representing a 
small gold reserve upon which a tremendous credit structure 
is erected. In France, on the contrary, the total volume (some 
40 billion francs) of bank deposits is about half of either 
the country’s note circulation or its gold reserve. Even the 
combined volume of commercial plus savings-bank deposits is 
only slightly (by about 20 billion francs) higher than the gold 
reserve in the central bank: a highly liquid system, compara- 
tively speaking, which is, of course, much better equipped for 
the pressure of depression. 

Liquidity is a most essential condition, but not a full 
guaranty of maintaining the gold standard. Political pres- 
sure, caused by commercial difficulties, or by runs and budg- 
etary deficits, might change the situation. Indeed, there are 
reasons to worry for the gold bloc’s position in spite of efforts 
toward co-operation between its members, and the recent 
slight upturn in the business cycle. Last year’s rising cyclical 
sun warmed inflationist as well as gold-standard countries, 
but did not thaw the ice blocks which might still menace the 
monetary structure of the gold countries. 

There are three possible causes for the overthrow of the 
gold-bloc countries. A major run on the commercial and 
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savings banks, coupled with a monetary panic, is, in a world 
where foreign aid is almost inaccessible, more than a central 
bank can stand. A conversion of all or nearly all deposits into 
notes and of the notes into gold, is the end of every gold stand- 
ard. Second, a growing budgetary deficit diminishing the 
credit of the government might compel it to turn to the cen- 
tral bank, i.e., to the printing press, which again might either 
create an internal panic, or, by selling the surplus notes out- 
side, an externa] floating debt, and an external drain on the 
gold reserves. Third, the deflationary pressure from the 
world-markets, causing falling prices and lower incomes, 
might create a political situation in which agrarian and ex- 
port interests get sufficient public support for monetary 
manipulation to enable them to shift the burden from their 
shoulders to those of the consumer and the rentier. 

As a matter of fact, all three possible causes amount to 
one: To a political decision, or the anticipation of it on the 
part of the public, that the gold standard shall be abandoned. 
Otherwise, no country with substantial gold reserves can be 
compelled to go off gold. A country with few foreign debts 
can never. be driven into a monetary panic, with a gold cover 
amounting to 80 per cent of the sight liabilities of the note 
bank, unless people foresee that budgetary deficits and politi- 
cal forces will drive it off gold. In France, at any rate, all 
depends upon the direction of governmental policy, and, of 
course, on the anticipation of what this trend is likely to be 
in the future. At present, the consensus of opinion is that 
there will be no fundamental change of monetary policy. 

It is frequently pointed out that a country with a compara- 
tively recent inflation and devaluation experiment is not apt 
to be very fond of a new “experiment” of the same type. One 
may never learn by another’s experience, but one sometimes 
profits by one’s own. In countries where the majority of the 
earning population consists of bondholders and _ savings- 
deposit owners, and where these same people have lost most 
of their fortunes by a previous inflation, popular feeling is 
likely to be strongly anti-inflationist. Moreover, the French 
rentier is politically more self-conscious than similar groups 
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in other major countries. His philosophy and outlook greatly 
influence the press, the political parties, and the administra- 
tion. No political party in France, with the possible exception 
of the Socialists—and even they are by no means unanimous 
—is inclined to start an inflationist campaign. It would alien- 
ate large groups of voters—in fact, the majority. Even the 
French farmer is often primarily a bondholder or creditor of 
some sort, deriving a substantial part of his income from 
capital investment of this type. This is also true of shop- 
keepers and major groups of employees and workers. 

In England, Scandinavia, and the United States there was 
agitation for inflation, depreciation, managed currency, and 
so on, before these countries went off gold. Very little of this 
sentiment exists in France, both for political reasons based 
upon social stratification, and for intellectual reasons. One 
often reproaches the French for their legalistic and “capital- 
istic” mind. It has shortcomings, indeed, but it also implies a 
strong belief in legal rights, and a strong disinclination toward 
the manipulation of, or interference with, private property, 
even by monetary management. The Frenchman, and this is 
more important, is skeptical of all government, and is funda- 
mentally more individualistic than the Anglo-Saxons and the 
Germans. He does not think of the state in terms of a super- 
unit with higher moral rights, but rather in terms of an organi- 
zation of politicians and bureaucrats who live at the expense 
of the taxpayer. He regards politics frankly as a sort of busi- 
ness, and does not believe in “controlled” inflation, but rather 
in controlling those who would make inflation. He is skeptical 
about social or economic arguments which defend inflation 
or devaluation, and interprets them in terms of the interests 
involved. A monetary change which flavors of bankruptcy 
and endangers equilibrium is costly to the rentier, and so is 
highly unpopular. On the other hand, governmental bodies 
are the principal long-term debtors. Practically no propa- 
ganda is carried on in France in the direction of inflation ex- 
cept by an anti-capitalistic minority. The British as well as 
the American experiments have morally and intellectually 
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strengthened rather than weakened the “hard-money”’ belief 
of the French. 

Of course, the budgetary difficulties remain to be solved. 
However, they should not be exaggerated. What matters in 
a depression is not so much the perfect balance of the budget, 
but whether the deficit increases or decreases. The present 
budgetary deficit of France (4 to § billion francs) does not 
amount to more than about Io per cent of the annual revenue. 
Such a deficit is perfectly manageable in peace time. It is a 
matter of political decision whether it will be eliminated. The 
political difficulties caused by parties which try to avoid re- 
sponsibility with their voters may be quickly overcome. In 
every major crisis the French parliament has proved its com- 
mon sense by ending the quarrels and giving way to a clear- 
cut solution when compromise failed to work. Clémenceau in 
the war and Poincaré at the end of the inflation had quasi- 
dictatorial powers. All signs of political development point 
more or less definitely in the direction of a “strong” action to 
deflate public expenditures.? 

In the present international situation reduction of arma- 
ments has a utopian aspect and a balanced budget can only 
be approximated at the expense of lowered wages and salaries, 
and this again necessarily implies a more or less general cut 
in the price level. But France and the other gold countries, 
with the possible exception of Switzerland, are “ripe” for at 
least a minor deflation in the price structure. They may try 
to resist or postpone the inevitable adjustment. French 
wholesale prices remained about constant last year, while 
world-market prices (in gold) fell heavily. During the de- 
pression, wholesale prices in gold declined in the United States 
about from 140 to 65, similarly in England, but only from 
133 to 80 in France. It will take great political efforts to 
overcome this rigidity. It will, however, help to correct the 
international position, and diminish the trade balance deficit, 
of the gold countries in view of the depreciated pound and 


dollar. 


2Such a policy was inaugurated soon after the delivery of this lecture. 
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In short, the future of the French franc is a matter of po- 
litical decision. Major political forces in France, however, all 
work in the direction of defending the gold standard. The 
budget can be balanced, and is likely to be balanced before 
long, just as it has already been done in Holland. Stabiliza- 
tion of the budget will raise the government’s credit and re- 
duce its interest burden. The central bank is able and willing 
to raise the discount rate—a method almost forgotten in 
the English-speaking world. It is ready to “play the game” 
by paying out gold to anybody who presents notes, and to 
deflate the currency, franc for franc, as gold flows out. The 
same is true for the other gold countries. The mere gesture 
of budget balancing, gold payment, discount raising, and 
currency reduction might prove sufficient to stop gold with- 
drawals. No doubt political intentions and interests may 
change, and no forecast is safe for an unlimited length of time; 
but no change in this respect is likely to originate in France 
or Holland without new and major pressure from outside. 

Bigger and better currency debasements and inflations in 
other countries will make it increasingly difficult for the 
French and the Dutch to control the dissatisfied export inter- 
ests. Raising tariffs and quotas might help for a while, of 
course, but they are boomerangs, destroying foreign trade in 
both directions. England especially must carry great re- 
sponsibility for the course of events in Europe. The continu- 
ous and obvious dissemination of gossip about France “leav- 
ing the gold standard” is able to create panics. Similar propa- 
ganda carried South Africa into devaluation. Much more 
important, however, is the uncertainty with regard to Brit- 
ain’s own monetary policy. Further substantial British cur- 
rency depreciation might endanger the monetary position of 
every European country, and so create a race of inflationary 
practices aiming at increased exports—a race which the 
British will be among the first to deplore. 


IV. THE BRITISH MONETARY IMPASSE 


It is a curious financial system which the British have re- 
cently developed. Many countries have frequently inflated 
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and changed their standard in the last century. They went off 
gold or silver whenever their central banks issued too many 
bank notes, became illiquid, and could not resist a run. Usual- 
ly this bankruptcy of a central bank is closely connected with 
budgetary deficit, and consequent paper inflation. There was 
a deficit in England too, and even the present balance of the 
English budget was achieved only at the expense of the Ameri- 
can creditor and of sinking-fund provisions. The deficit, how- 
ever, was manageable through temporary recourse to the 
capital market and reduction of expenditure. The illiquidity 
of the Bank of England was indirectly the result of the enor- 
mous public debt created by previous (war-time) deficits. 
The “Old Lady”’ became illiquid because a volunie of short- 
term liabilities not covered by gold, amounting to some 300 
million pounds in September, 1931, had been invested in 
earning assets which consisted almost exclusively of govern- 
ment paper. No major liquidation of government paper is 
possible in an acute depression, and consequently the bank 
was not able under the gold standard to rescue the acceptance 
houses which found themselves laden with continental and 
other frozen assets. 

In modern times, depreciation either follows or is followed 
by a substantial acceleration of the paper-money printing 
press. Indeed, in view of all experience, the meaning of de- 
basement is just to open up an “empty space,” in which new 
money can be poured. Comparatively little of the kind has 
happened so far in Great Britain. The volume of cash in cir- 
culation has remained about the same. Bank deposits grew 
by about 250 million pounds, largely reflecting the growth in 
gold and foreign exchange holdings of the Bank of England. 

The influx of gold which raised the gold reserves of the 
Bank to their highest level in English history is, perhaps, due 
to “‘accidents.’’ The opening up of the Indian gold hoards, 
the growing gold production in South Africa and elsewhere, 
the return of British capital to England, and the inflow of 
foreign capital, etc., all contributed to this end. With a 
visible gold reserve of nominally almost 200 million pounds 
(at the present price of gold more than 300 million pounds), 
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and with an unknown reserve in foreign exchange at the hands 
of the Equalization Fund (175 million pounds at least), the 
English central bank commands today almost the highest 


gold cover of circulating issue. It could easily stabilize the - 


pound at the present rate, or around it; it could even stabilize 
it at the old par. 

Of course, the policy of currency depreciation without 
major inflation is by no means new. It was often practiced 
in medieval times. Intentional debasement of coins, by 
diminution of their metallic content, and maintenance of 
their face value, was one of the “‘well-established”” methods 
of European monetary management from the days of Philip 
the Fair until late in the eighteenth century. The medieval 
(and mercantilistic) debasement policy, and the ultra-modern 
“controlled inflation,” have in common the direct manipula- 
tion of the metallic content of money, instead of the indirect 
method of quantity manipulation. More important is the 
similarity of aims. Seventeenth-century rulers argued for de- 
basement by pointing to the danger of outflow of money and 
to the need of lower metallic content to keep the home money, 
as against the foreign, in circulation. Similarly, twentieth- 
century monetary authorities argue for debasement by point- 
ing out the dangers of deflation which otherwise occur, and 
the alleged necessity of competing with foreign currency de- 
basement. Both medieval and ultra-modern monetary poli- 
cies serve fiscal purposes; the one by raising the turnover at 
the mint, the other by lowering the interest rate and diminish- 
ing the expenditure of highly indebted governments for the 
service of their debts. 

Indeed, the significance of “‘controlled inflation,” at any 
rate in England, is, in the first place, a fiscal one. Currency 
depreciation, by avoiding the withdrawal of deposits and 
allowing for a gradual growth of the volume of money, 
naturally eases the money market. Depreciation in the early 
stages, as well as mild inflation, is characterized by falling 
interest rates. In a country where the major half of the over- 
loaded budget is pledged for the public-debt service, artifi- 
cially low interest rates, permitting successful conversion of 
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loans, is a gift from heaven for the hard-pressed head of the 
treasury. 

The first stage of inflation—when further major inflation is 
not discounted by the market—eases the burden of old debts 
and enhances the possibility of incurring new ones. It also 
gives the government sufficient means to influence favorably 
the price of its own bond issues. In addition, it protects the 
credit structure against bankruptcy, in so far as it makes un- 
profitable the withdrawal of a major external short-term 
debt. It is advantageous from the fiscal point of view, and 
even more so from the point of view of bankrupt debtors. It 
helps to “freeze” the economic system for a while by arti- 
ficially exempting a most important part of it from external 
pressure. In the long run, most nineteenth-century monetary 
inflations served as protective devices for industrialization 
or agricultural progress in weaker countries, and as a weapon 
in their competition with stronger ones. The recent “‘con- 
trolled inflation” is a weapon of the stronger countries in 
competition with the weaker and is used to safeguard their 
own inflated system of capital values. 

Naturally enough, such a policy has no clear, definite 
course. There is much talk of “adaptation of exchange rates 
to purchasing power parities.”” Obviously only internation- 
ally marketed commodities with more or less sensitive and 
self-adjusting prices, which are but a small part of the mass of 
goods purchased by each country’s money, enter directly into 
the comparison. In the long run these wholesale prices adapt 
themselves with a varying “lag” to the shift in exchange 
rates. And in the short run, the flow of speculative capital] has 
far more influence on the exchanges than commodity move- 
ments. The famous argument that Great Britain suffered 
heavily and had to go off gold ultimately as a consequence of 
the 1925 stabilization at (allegedly) some 8 to 10 per cent above 
the purchasing power par compared with the United States 
now has a curious sound, and was not borne out by what 
happened in 1933. falaeme British opinion emphasized last 
summer that the depreciation of the dollar by 30 per cent 
and more only influenced about 10 per cent of the British 
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exports. Indeed, the balance of trade as well as the internal 
cyclical situation in England took a favorable turn last year, 
in spite of the adverse distortion of so-called purchasing 
power pars with a leading competitor. 

Nobody knows precisely which way British policy may go, 
even in the near future. There are strong conservative forces 
at work, but just as strong fiscal and commercial interests. 
Every inflation, the so-called controlled one as well as any 
other, creates a temporary lag of internal prices and wages 
behind exchange rates, and a corresponding export premium 
at the expense of the saver and consumer at home. It tends, 
therefore, to preserve rigid and sticky prices at their nominal 
levels, in terms of home currency, and to protect monopolistic 
or quasi-monopolistic vested interests. In a depression, it is a 
“convenient” method to avoid bankruptcy and the necessary 
reorganizations. The risk is always present, however, that 
growing pressure on a popular government toward public 
expenditure, and more “easy money,” will ultimately create | 
a “real” inflation. 

“Self-control” is, so far, an outstanding aspect of the Brit- | 
ish currency manipulation. It restrains itself from paper ex- | 
pansion, satisfied apparently by the success of having avoided . 
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“deflation” and by the monetary growth based on gold inflow. 
Nobody knows, however, what might happen if this stops or 
turns into a major outflow, in case the great volume of for- 
eigners’ short-term balances should be withdrawn again. 
The choice would be, if the present mood prevails, between 
further depreciation and gold embargo, or a combination of- 
both. But, even under the present favorable circumstances, 
English policy has no defined or determined trend. Both 
official and public opinion in England refuse to be identified 
either with the “French” gold standard, which is regarded as 
too rigid, or with the American policy, which is freely criti- . 
cized for its lack of rigidity. This means for the future some . 
sort of “middle way” between the two, if it means anything 
concrete and defined. It means on the one hand that further 
American depreciation is very likely to entail new deprecia- | 
tion in England too. On the other hand, the impression of 
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perfect freedom of action is created in the mind of the man 
in the street, flattering his nationalistic feeling and strength- 
ening the current prejudice for “self-sufficiency.” 

Indeed, the idea of freedom of manipulation and of mone- 
tary autarchy more or less indefinitely underlies the English 
concept of managed currency or controlled inflation. In short, 
it is a gold standard with shifting exchange parities. The ulti- 
mate “meaning” of this unique system is to be found in the 
combination of the gold-standard principles with a different 
set of rules (or no rules). With a few exceptions, all important 
principles of the gold standard are in operation. Free move- 
ment of gold, internal and external, is maintained. As the 
world’s central market for gold, London can easily satisfy 
the demand of British gold hoarders. The budget is “de- 
flated” for the sake of balance. There is practically no inter- 
ference with the international movements of short-term capi- 
tal. The tendency of banks toward liquid investments is 
stronger than before. Practically no new legal tender is 
created except against gold. All these are characteristics of a 
gold standard, and of a rather conservative, self-restrained 
type. More conservative, indeed, than the “liberally” man- 
aged standard of the post-war type in England and many 
other countries which were “on gold,” but made no prepara- 
tions for its maintenance. The present English system, on the 
contrary, is “off gold,” but tends consciously or unconsciously 
to prepare—by gold accumulation, better liquidity, and budg- 
etary equilibrium—to return to gold and to maintain it. 
Obviously, England prepares to return to gold on a more 
solid and lasting basis than in 1925; nobody knows, however, 
when and at which par of exchange. 

In the meantime, however, some of the rules of the gold 
game have been abrogated. The discount rate is practically 
eliminated as a method of exchange and banking policy; notes 
are not redeemable, and gold is bought at the fluctuating 
market rate, not at a fixed mint price. Instead, a “new” 
device is set up, the famous Exchange Equalization Fund. 
As a matter of fact, it is not new at all. Devisenpolitik as a 
method of exchange stabilization had already been applied 
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by Scottish banks more than a hundred years ago, and had 
been used many times since. The point is, however, that the 
Equalization Fund does not use its resources of 375 million 
pounds for a definite “equalization” or stabilization. It works 
in the greatest secrecy, constituting a new (third) sort of de- 
partment of the bank, and it has apparently no definite 
principles of operation. So far it has interfered on the ex- 
change markets in both directions, but permitted fluctuations 
in a range of some 30 per cent; about I$ per cent each way. 
On the whole, its interference is more pronounced and much 
more successful when the pound gives way than when it ap- 
preciates. 

To sum up: England tries to combine the advantages of 
a gold standard—balanced budget, liquidity, strong reserves, 
and capital inflow, thanks to well-established public confi- 
dence against further depreciation—with those of fluctuating 
exchange rates, such as uninterrupted “easy money” and a 
premium on exports. Of course, this is a purely temporary 
expedient. Its meaning, if any, is to leave temporarily open 
the decision which will have to be faced sooner or later. 


V. FROZEN BANKS AND ARTIFICIAL CURRENCIES 


Before the fourth year of the great depression is over, most 
of the nations of the world will have depreciated a part or the 
whole of their currencies. It is a very interesting but rarely 
understood fact that all over the world the amount of de- 
preciation fluctuates within almost the same range. It varies 
between 25 per cent and 40 per cent in the large majority of 
countries, and, disregarding Turkey and Bolshevist Russia, 
does not much exceed 60 per cent anywhere, not even in 
Japan or Uruguay. Most countries depreciate or devaluate, 
but they struggle to restrict themselves within limits. The 
contrast with post-war inflations, when some countries went 
so far as to raise exchange rates to astronomic figures, is very 
significant. 

“Controlled inflation,” to some extent similar to that in 
Great Britain, is the policy actually applied in Europe as a 
whole outside of the gold bloc. Indeed, the monetary policy 
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of the continental debtor countries with partly or wholly de- 
preciated currencies is more closely related to the British 
type than either group likes to admit. On the continent, re- 
strictions on the movement of capital and money had results 
somewhat similar to those following depreciation in England. 
They helped to overcome runs on banks, including the cen- 
tral bank, and made it possible to create the appearance of 
easy-money markets by lowering interest rates artificially. 
The major source of money outflow being stopped, psychologi- 
cal forces are set in motion to quiet frightened depositors. 
For most depositors, runs are a necessity only if they think 
that other people are making a run. The German creditor 
becomes reassured with the knowledge that the American 
creditor cannot withdraw his money. Capitalists in a country 
under monetary restrictions have practically no other choice 
but to hoard their money, which means loss of interest; or 
to place it in the types of investments which their govern- 
ments are kind enough to permit them. Small wonder that in 
Middle and Eastern Europe interest rates are falling, and 
falling comparatively more than in the gold countries. In- 
deed, the latter are almost the only countries which have not 
yet been able (or only to a limited extent) to convert their 
debts to lower interest rates. 

French conversion to a 43 per cent level on an extremely 
liquid money market has so far only succeeded for one-fourth 
(80 billion francs) of the public debt. In contrast, on an en- 
tirely illiquid market, the conversion of the total Italian 
long-term debt was carried out almost overnight to the same 
4% per cent level as in France. Debtor countries under stand- 
stills and moratoria have comparatively low discount rates, 
and the rates on the existing long-term debts are cut by ad- 
ministrative measures. The isolation of restricted currencies 
creates in these countries a freedom of credit manipulation 
never dreamed of in modern times. All over Middle and 
Western Europe, banks pay to depositors interest at a rate 
ridiculously low in view of the dearth of capital in those 
countries. In Germany, short-term funds for undustry are 
hardly available even at 8 per cent or g per cent, but demand 
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deposits earn only I per cent interest. And everywhere, be- 
hind the foreign exchange “‘trenches,”’ the so-called “inter- 
est-slavery” on old debts is fast being abolished. In Poland, 
interest on old debts is reduced to one-half of its contractual 
height, and an eighteen months’ moratorium decreed in favor 
of all debtors. Similarly with agricultural debts in Germany, 
Hungary, and Jugoslavia, and with all debts in Roumania. 
Farmers of all these and many more countries enjoy freedom 
from foreclosure, and are not paying any, or only a small 
part, of the interest due. Depositors are not supposed to 
withdraw their money, and banks are not supposed to get 
theirs back. Since debtors do not need to pay, and creditors 
are not likely to get paid, everything works very smoothly. 
Meanwhile governments everywhere have to step in and sub- 
stitute, in one form or other, their own credit for that of the 
“frozen’’ debtors. 

These frozen systems are based on the very realistic as- 
sumption that new credit is not available anyway. Indeed, it 
is not forthcoming, except to a very limited extent, and only 
for short-term government purposes. Consequently “con- 
trolled inflation” has in these countries a social and economic 
significance different from “managed currency” in Great 
Britain, in contrast to which the continental debtor systems 
do not tend to mobilize liquid reserves. True, they repaid 
a major or minor part of their external debt (and have been 
alleviated of another major part, thanks to the kindness of 
British and American depreciation). But this liquidation 
process has slowed down as the funds are badly needed for 
internal purposes. The interest earned by the investment of 
the foreigner, which has not been transferred to him, helps 
to nourish, artificially, anaemic credit structures. The stimu- 
lation is insufficient, of course, and gradually more “doses” 
of paper money have to be served to the patient to keep him 
alive, even in an entirely “frozen” condition. 

This situation lasts for a while, but is not likely to last 
very long. Growing deficits in governmental budgets and 
diminishing cash reserves of the banking systems are menac- 
ing symptoms of a forthcoming new crisis. At the same time, 
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and naturally enough, the trade balance of most of these 
countries, especially of Germany and Italy, grows more and 
more adverse, and their gold reserves are diminishing rapidly. 
It is hard to see how under these circumstances further de- 
preciation and major inflation can be averted, unless by a re- 
sumption of normal international economic relations. But a 
return to normal conditions on the commodity and capital 
markets presupposes the solution of a great many problems, 
national and international. Confronted with a choice between 
a financial breakdown or a fundamental break with nationalis- 
tic policies, the governments of most debtor countries refuse 
to concede that the choice is urgent. They hope to “muddle 
through” by shrewd compromises, more autarchy, and clever 
tactics, by bigger bureaucratic regulations and better freezing 
policies. In the meantime, they put the blame on the credi- 
tors. 

Debtor countries, without sufficient gold reserves, suffer 
from a shortage of liquid capital which threatens either to 
dry up their trade channels or to carry them into inflationist 
catastrophes. Shortage of savings in the form of liquid capital 
is an outstanding feature of the debtor situation, which goes 
a long way to explain the economic policies and the social 
and political revolutions in these countries. They seem to be 
caught in a vicious circle. They try by forceful measures to 
evade the consequences of capital shortage; but these same 
measures make the situation worse by creating more impedi- 
ments to saving and capital accumulation at home, and to 
credit inflow from outside. They drift toward “autarchy” 
by substituting paper for the gold which is only available from 
outside; but the more paper “self-sufficiency” they produce, 
the less gold is available for them. In a world of apparent 
“plenty,” they suffer from the lack of one productive agent, 
namely, liquid capital. The surplus of some other agents, 
especially of man-power, is, under such conditions, not a gift 
of nature, but a heavy burden. 

The creditor countries, on the other hand—i.e., those 
equipped with substantial gold reserves and involved in the 
international exchange of capital—maintain either a fixed 
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and permanent, or a shifting and temporary, type of gold 
standard, but suffer from an oversupply of liquid funds lack- 
ing remunerative and “‘safe” employment. Maldistribution 
of liquid capital is a fundamental aspect of the depression. 
It depresses both ends, the rich and the poor. The one might 
emerge by cautious use of its reserves, but the prospects of 
the other remain most doubtful. 


VI. THE GOLD PARADOX 


The economic, social, and political implications of this 
situation are numerous. They raise grave issues for the fu- 
ture. For the immediate present, the currency war in Europe 
presents two outstanding general aspects. Internally, we find 
the use of monetary policy—outside of the gold bloc—as a 
means of so-called “‘stabilization.” It helps to “freeze” en- 
tire economic bodies and to keep alive, for the time being, 
price structures, industrial organizations, and all sorts of 
decayed vested interests which are bound to fail. Externally, 
monetary policy is a part of the economic warfare which 
every country wages against every other. Foreign ex- 
change regulations are a most convenient and most devastat- 
ing technique for strangling imports. Currency depreciation 
is an even simpler, though less discriminating, device for the 
same protective purpose. The astonishing thing is that trade 
between nations still survives. 

Meanwhile, paradoxical situations develop. The countries 
which nature has endowed with gold mines, and which to- 
gether account for 95 per cent or more of the world’s yearly 
gold output, are the British Empire, the United States, and 
Russia. But these countries at the same time are “off” gold, 
and try to persuade themselves and others that gold is some- 
how superfluous. The countries, however, which do not produce 
gold believe in it, and multiply their efforts to maintain or 
establish gold standards. Producers usually advertise their 
products, and buyers have to be persuaded; in the case of 
gold at present, the buyers advertise the product and the 
producers profess to do their best to induce them not to buy. 

Those authorities whose faith in the gold standard is 
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avowedly shaken are, however, at once the greatest gold pur- 
chasers and hoarders the world has ever seen. France during 
the prosperity period was under the fire of all credit expan- 
sionists for its alleged hoarding or “sterilization” of the mone- 
tary metal. Actually, the Banque de France and the central 
banks of the minor countries of the gold bloc kept a large 
part of their gold in foreign centers; and at present they are 
the only major gold owners who are ready to part with their 
reserves. The Bank of England, in contrast, offers the curious 
picture of a central bank’s tremendous gold reserve kept 
dormant and inefficient. 

Perhaps even more paradoxical than this is another aspect 
of the present situation. For the first time in centuries, India 
during the depression opened its hoards widely. Since 1931, 
well over 300 million gold dollars have been exported from 
India. Simultaneously, and also for the first time in centuries, 
Western and Middle Europe are collecting large amounts of 
gold in private hoards. Gold hoarding in Western Europe for 
the first half of 1933 has been estimated at about S00 million 
gold dollars (at old par), equal to one year’s entire gold 
production of the world. With the second half of the year, 
that amount has probably been doubled. In England alone 
last year, the import surplus of gold amounted to 677 million 
dollars, of which the Bank received about half. Neatly packed 
yellow bricks filled the vaults of London banks as a depression 
type of investment of British and non-British investors. In 
France, private hoards no longer rise at the same rate as ob- 
tained last year in England, but their total volume is still esti- 
mated at about 15 billion francs, in addition to almost 
twice this sum in hoarded French bank notes. 

The economic fallacy of this hoarding is obvious. It means 
the withdrawal of a major part of the world’s monetary basis 
with corresponding depressing results. The gold hoarder, 
however, acts only in accordance with elementary economic 
logic. He seeks to avoid the insecurity caused by actual 
monetary experimentation in most countries, and by the 
fear of forthcoming experimentation in the others. Con- 
sciously or unconsciously, he acts on the forecast of rising 
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or stable value of gold; and this forecast is one of the few in 
the depression which so far has turned out to be correct. The 
British depreciation was a most important factor in lowering 
world-market prices between the fall of 1931 and the spring 
of 1933. Every new depreciation and inflation tends to lower 
wholesale prices in terms of gold and to justify the fallacy of 
the gold hoarder. 

Lower prices in terms of gold create new depression, and 
increased pressure in an unstable world. This instability in 
Europe is only temporarily hidden behind the curtain of de- 
preciations, public expenditure policies, autarchic commercial 
systems, and frozen economic structures. Sooner or later, 
probably sooner, the commercial and monetary warfare will 
not fail to produce the necessary result. Indeed, the present 
situation shows better than any previous one the vicious 
circle which emerged as a consequence of the methods used | 
to “fight” the depression. Few countries of the world, if any, 
have the courage to face the depression. They all try to 
artificially overcome it. One tries to conceal falling prices by | 
depreciation and inflation; while another wants to maintain | 
a sound currency but tries to avoid falling prices by ruthless | 
protection. The former, however, compels the second group 
to face again and again the unwanted deflation, and the 
second helps to make illusory the inflationist efforts of the 
first. More monetary manipulation creates more protection- 
ism, and vice versa. A vicious circle, not to be solved with- 
out a thorough change of basic policies. If the world is to 
return to normal economic conditions a definite currency sta- 
bilization in the leading countries should be the first step, 
and the restoration of normal commercial policies the second. 
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INTRODUCTION BY THE EDITOR 


What has American philosophy to offer to a thinking na- 
tion in a time of crisis? Everywhere defeatism has raised its 
head. Eager to escape the confusion of transition, and full of 
contempt for those who aim to meet the present on its own 
terms, the philosophers of despair range all the way from those 
who “think with their blood” to various efforts to rebuild a 
“road back” to some earlier cultural system. 

In the face of the chants of the preachers of death can any- 
thing still be said in favor of modernity, of liberalism, of sci- 
ence, of democracy? What basic principles are given to guide 
the direction of social practice? It is with reference to the 
largest issues and most comprehensive choices that the fol- 
lowing pages are concerned—pages which both suggest the 
outlines of a philosophy of history and survey in systematic 
form the contours of American pragmatism. 

This is the twelfth of a series of Public Policy Pamphlets 
which the University of Chicago Press is publishing. Fre- 
quently the scholarly journals give no attention at all to 
problems that have an acute public interest, while the ordi- 
nary magazines can print little but superficial comment. The 
University might well perform a valuable service by making 
available to the public whatever special training and informa- 
tion it may have at its disposal. The continuation of such a 
series will, of course, depend upon its reception by the public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 


Harry D. GIDEONSE 


May 21, 1934 


ill 








PRAGMATISM AND THE CRISIS 
OF DEMOCRACY 


I. CRISIS AND REACTION 


The coincidence of basic shifts and crises in the world eco- 
nomic life, in political structures, in international relations, in 
the ideological foundations of all the sciences, in the whole 
tang and feel of a different philosophic atmosphere make prob- 
able the judgment that Euro-American history is undergoing 
a profound shift from one cultural epoch to another, and that 
the centers of social power are on the move again. We are, as 
it were, in a position analogous to the Greeks in the Hellen- 
istic period of Western Europeans in the fourteenth century; 
just as they lived after the decay of one great cultural syn- 
thesis and before the maturation of another, so, perhaps, do 
we. For, without a doubt, the most pervasive synthesis that 
the post-medieval West has seen has been badly battered— 
the synthesis of the seventeenth and early eighteenth century 
which was socially oriented around the economic system of 
the victorious middle class, and intellectually oriented around 
the ideas of Galileo, Descartes, Newton, and Locke. It was 
the capitalistic-bourgeois-scientific synthesis that dominated 
all phases of this great period. 

To trace the origin and dominance and decline of this cul- 
tural complex would be to trace the main social and intel- 
lectual movement of the modern world.t Fortunately, only 
the outlines are necessary to our purpose. The social and in- 
tellectual streams had somewhat separate origins, but they 
soon merged in mutual support. 

The middle-class industrial society stems from the heart of 
the Middle Ages. In the very centuries when the church 
seemed to have consolidated its temporal, intellectual, and 
spiritual power, the towns nourished by a growing commerce 
were becoming the wedge which was to split apart the Chris- 
tian-feudal order. It is a familiar story how the townspeople 
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in the following centuries attained a literary and artistic ex- 
pression, and how in Western Europe and America they grad- 
ually took over political control—finding in the philosophy of ~ 
John Locke their political voice, as they had found in the Ref- 
ormation their religious expression and in Adam Smith their 
economic creed. 

But Locke was also a Newtonian, and Newton had signal- 
ized the triumph of mathematical-experimental science and 
of a philosophy which had accommodated itself to science. 

The development of this science and its philosophical hand- 
maiden has been so rapid and so triumphant that only now 

has time been found to look back at the development and to 
assess the results. It must be especially noted that, while sci- 
ence came to be supported by the new economic society, its — 
origin is found elsewhere. Only recently has the great réle of 
Islam in stimulating and partially determining the direction 
of European science become clear,? for it was undoubtedly the 
Moslem competence in mathematics, astronomy, and physics 
that was in part responsible for the early lead of such sciences 
in Europe. In the thirteenth century experimentation begins 
to be visible, as in the case of Bacon, Peter the Stranger, and 
Albert, while Memorarius and Fibonnaci were beginning a 
characteristically Western mechanics and mathematics. The 
growth of physical and mathematical sciences in the following 
three centuries was so dramatic and their consequences so 
noticeable that philosophy not merely lent aid but found her- 
self transformed in the process. 

Philosophy lent aid in supplying the neo-Platonic and neo- 
Pythagorean background so useful to a type of science whose 
genius compelled it to break with the institutionalized Aristo- 
telianism—it needed confidence that mathematics and meas- 
ure supplied the keys to the universe. The repercussion on 
philosophy of the results was very great; it is not too much to 
say that modern philosophy from Bruno forward has had its 
basic problems, and often the nature of its answers, supplied 
by the growth of science. Science described the world as re- 
vealed by its available instruments; philosophy seemed to say 
that the world so described was the final truth about nature. 
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It was true that in addition to physical nature there was sup- 
posed to be another realm of God and souls—a realm conven- 
ient to house, as George Herbert Mead would say, all those 
aspects of reality not to be treated in terms of the technique 
then in vogue. But, as the picture of a world-machine bound 
by iron laws became ever more prominent, it became progres- 
sively harder to see the evidence on which the existence of the 
immaterial realm was affirmed, or how immaterial beings 
could function in a physical nature so conceived. Nor was a 
world in which no genuine novelty could enter a world where 
a mind that is more than a spectator could feel at home. 

The coincidence of a bourgeois industrial society with a cos- 
mology generalized on the basis of triumphant science was, 
nevertheless, very impressive, and in the seventeenth and 
early eighteenth centuries the West basked confidently in the 
conviction that the golden age was at hand. 

The full story of the weakening of the premature and com- 
placent confidence is the story of the last two centuries. With- 
out attempting any narration of such complex events, and 
neglecting for the moment the positive factors of these last 
two centuries, it is nonetheless clear that the social, economic, 
cultural, philosophical, and even scientific doctrines of the 
Age of Reason are, and have been for some time, in a very 
pitiful condition indeed. These last centuries are the end of 
one epoch. Are they the beginning of another? 

To this crisis in the West produced by the apparent col- 
lapse of its second unique cultural synthesis, four reactions 
may be singled out for consideration. 

The most natural, though the most minor, is the attempt 
to recapture, at least imaginatively and emotively, some ear- 
lier cultural system. To return to some great age of the past— 
the medieval, the classical, the oriental—and so to turn away 
in disgust from modernity, from science, from republican gov- 
ernments—all this is natural enough in a distraught world. A 
glorified past makes a great appeal to those who demand the 
sense of security and a shelter from the storm. The greater 
the contemporary sense of bewilderment, the greater the lure 
of “the road back.” No one will refuse to the bewildered soul 
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whatever solace it can find, nor deny the immense value of 
contact with historically significant cultures—but those con- 
cerned with the present must be reminded that there is no 
road back, and be warned against those whose wills to power 
bend distress and uncertainty to their own advantage. The 
tendency to heap scorn upon the present, to be contemptuous 
of those who aim to meet the present on its own terms, must 
be resisted by all those who believe that the fundamental 
treason against the human spirit is to proclaim that all great 
things have already been done. The Greeks did not reverently 
contemplate existing products of muscle and mind; instead 
they created classics. The counter spirit has begun to show 
itself in a number of American universities. It would be 
tragic for the universities to abdicate in the face of their clear 
social responsibilities. 

One form of philosophy of the “‘road back” is what might be 
parodied as the philosophy of the isolated head—the head 
that, isolated from the body, spins the thoughts of previous 
creators whose heads were not so isolated. It is a philosophy 
which, rebelling from science, insists that it has its own meth- 
od—the dialectical method—and that through this method 
there has been worked out a set of absolute and final a priori 
concepts and propositions applicable to all existence. But, 
aside from the circumstance that no such system has in fact 
been exhibited which has not required modification by new 
data unless it were to become of historical interest alone, mod- 
ern logic has shown beyond all possibility of doubt that from 
an analysis of meanings or concepts there results nothing but 
the analysis of meanings or concepts—and no knowledge of 
existence. An analysis of meanings gives only a knowledge of 
meanings; only if the original meanings were known them- 
selves to hold of existence—and this no analysis of meaning 
can secure—are the analytically derived meanings known to 
hold, and this precisely because they are merely analytic. 
This result, almost a truism in contemporary logic and mathe- 
matics, means that there is no dialectic method which phi- 
losophy can oppose to scientific method, unless philosophy 
wishes to renounce all attempt to delineate existence in favor 
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of the geography of meanings. Both the formal and the em- 
pirical are equally essential and mutually determinative and 
constantly correct each other, a position which no one has 
seriously disputed since Newton and Kant and which is in- 
compatible with dogmatic absolutism. 

Even Francis Bacon, the rationalists’ scapegoat, saw clear- 
ly that “from a closer and purer league between these two 
faculties, the experimental and the rational [such as has never 
been made], much may be hoped.” Plato would not have had 
such a picturesque history, perhaps, but he would have had a 
less motley crowd of followers if he had remained truer to his 
conclusion in the Craty/us that the “knowledge of things is not 
to be derived from names” but from the study and investiga- 
tion of things themselves, a conclusion nullified by his appeal 
to an intuition of the essences of things rather than to the 
more laborious but more stable hypothetical-deductive-ob- 
servational technique of science. When we hear the voices of 
the pseudo-orientalists, the crypto-classicists, and the mock- 
medievalists growing louder in the future (as they will in pro- 
portion to the difficulty of the times), we must remember the 
words of Nietzsche that a man cannot be blamed for his dis- 
ciples, and must realize the deep human urges for security 
which give to such shadows of great men their opportunity. 

Nietzsche’s name offers a point of transition to a second 
reaction to the crisis of the West, a reaction that may be 
called the philosophy of the blood.3 It, too, looks with scorn 
upon modern man, upon his machine civilization, upon his 
petty bourgeois scientific mentality. But this reaction is on 
the surface more realistic; it believes that no fundamental re- 
turn is possible. The West, weakened by Christianity, by 
democracy, by socialism and communism, has become super- 
ficial, sterile, weak. The great days are here, too, seen as be- 
hind, but they are gone as well as behind. The most that the 
past can tell us is the shape of things to come, and the only 
hope it permits is that the age of Caesar will again appear. A 
new Caesar, and “‘the age of parliamentary interludes”’ will 
be at an end. A new Caesar, and perhaps the West can be- 
come hard enough to ward off its own internal disintegration 
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and the coming attack on its supremacy from without. Blood 
will flow, to be sure; but life is war, and the only hope, such 
as it is, is in the resurgence of red blood against sterile intel- 
lect and the stirring mob. Only then can the West, tottering 
to its eventual doom, make its last heroic stand. 

It is useless to blink the dramatic appeal of this diagnosis 
and prescription. All calls to force that can at the same time 
enlist the loyalty of the individual in a momentous fight for 
the saving of something of high value make such an appeal. 
The finding of “a moral equivalent for war’ is as imperative 
now as it was when James penned the phrase. Men need a 
tightening of the belt, need the feel of their muscles engaged 
in worthy activity; too much softness is nauseating, and it 
comes as a relief to merge one’s self with a great cause. But 
just because such attitudes become so powerful in times of 
stress, the danger is great that political ventriloquists will 
hide their own voices and their own immediate interests be- 
hind the seductive appeal to save the West. To praise or con- 
demn implies a table of values. What are the voices that 
speak this language of blood, and what are their tables of 
values? One voice is that of a great nation that rightly re- 
fuses to play a place of minor importance in world-affairs. An- 
other recognizable voice is that of those afflicted with a nos- 
talgia for feudal lords and resentful of every phase of the 
bourgeois civilization which from the twelfth century on has 
gradually extended its powers to every corner of the earth. In 
them the aristocratic feudal voice turns against the middle- 
class industrial scientific table of values in the latter’s period 
of bewilderment and hesitation. But there is another voice 
that can be discerned: the voice of the burgher himself, con- 
tent even to link his power with those who inwardly despise 
him in order to buttress up his own increasingly precarious 
position. 

Whatever be the validity of the Nietzschean-Spenglerian 
philosophy of history, it furnished fascism with a powerful 
weapon of organization against the coming to power of the 
masses. The “‘slaves”’ have in the meantime met the contem- 
porary crisis in their own way. They, too, have developed a 
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philosophy—the philosophy of brawn. Here a counter weapon 
of war is forged. The philosophy of history is reversed. The 
great day lies ahead, the day in which the exploited of the 
world will wrest the power from those aristocratic and bour- 
geois groups who have in the preceding centuries of oppression 
lived off of the workers’ brawn. At times the inevitability of 
the result is stressed, at other times the possibility of its at- 
tainment under aggressive action,‘ but that it will come the 
philosophy of brawn has no doubt. And on its view middle- 
class culture is as suspect as it is for the philosophy of the 
blood. There is no doubt which voice speaks here: it is the 
voice of those whom an industrial civilization had regarded as 
merely parts of its mechanical plant. It is the voice of people 
who refuse to be turned into machines. As Locke forged the 
weapons of the middle-class revolt, and as Nietzsche has writ- 
ten for the aristocratic man of power, so has Marx created the 
revolutionary tools of the proletariat. But, whereas the voice 
of Locke has become faint, the voices of Nietzsche and of 
Marx have become strident. It is difficult to escape the con- 
clusion that momentous days lie ahead, and that the middle- 
class cultural synthesis of the West has become a forlorn thing 
in rags and tatters, its social life disordered, its economic life 
in chaos, its art feeble, its vision unclear, its philosophy in- 
articulate. 

Is there no other living alternative? In my opinion, there 
is, and it is this reaction which has its social ideal in democra- 
cy and its philosophical formulation in pragmatism that may 
provide the road to the future. Whether American democracy 
is only a disguised form of middle-class ideology or whether 
it contains as its essence the moral ideal of a classless func- 
tional society is the basic issue which the next decades will 
decide. 

Perhaps this alternative can be rather flatteringly called 
the philosophy of the heart—partly because the phrase sug- 
gests that, as the heart keeps the blood moving and makes 
the action of brain and muscles possible, so, too, an adequate 
philosophy must incorporate into itself brain and blood and 
brawn; and partly because the word “‘heart” suggests a moral 
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factor which is strikingly absent in the other alternatives. 
Whereas the other reactions tend to stress the factors which 
make this age the end of an epoch, the present attitude is at- 
tentive to those signs which, perhaps, indicate the beginning 
of a new one. Where they are class reactions, it is in essence 
classless. Where its opponents see the West as old and de- 
cadent, it sees youth and untapped powers. It feels great con- 
structive movements in art, philosophy, science, religion, and 
social organization at work. It sets its vision upon the attain- 
ment in the West of a new and distinctive cultural synthesis. 
Its alternatives conceive of intelligence as contemplative or as 
aesthetic or as rationalization, while it sees in intelligence a 
formative principle of reconstruction. Jt is essentially the mar- 
riage of the scientific habit of mind with the moral ideal of de- 
mocracy. It educates neither to produce followers of some his- 
toric intellectual synthesis, nor blind obedience and blind 
heroic action, but to develop humanized and moral individuals 
with flexible intellects. It believes that the “decline” theory 
of the West has failed to do justice to the achievements and 
potentialities of science and the scientific habit of mind. It 
aims, not to discredit the science and philosophy of the Age of 
Reason, but to see where they went astray and to incorporate 
in itself that which it finds as sound. It disputes the alterna- 
tive philosophies of history. Its ideal is not that of an un- 
changing society governed by autocratic intellects, nor a surg- 
ing society in the] hands of military supermen, but a scientific 
functional society in which men realize themselves through 
the social réle which they perform. 

The delineation of some features of this alternative attitude 
may be approached through a consideration of its major 
philosophical expression—pragmatism. 


II. PRAGMATISM AND SCIENCE 


Pragmatism as a movement has so many facets and has 
been developed by men of such different genius that, in the 
absence of any critically systematic treatment, it is not sur- 
prising that very different statements concerning it have been 
made and that it has suffered many dilutions of content.s So 
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it is wiser to begin by saying what pragmatism is not. It is 
not a doctrine that useful ideas and true ideas are the same 
thing; or that action is the supreme good, thinking serving 
only to keep one acting for the sake of action. It is neither 
an acquiescence in the cult of unrestricted individualism, nor 
in the cult of unrestrained state power. Nor does pragmatism 
affirm that that is true which each man thinks to be true, a 
doctrine which would deny all objectivity to judgments about 
the world or about values. Correspondingly, it does not deny 
that process reveals great massive stabilities, stabilities which 
science finds and records. Nor is it a doctrine which is un- 
sympathetic to, and has no place for, mathematics and ab- 
stract thought, confusing logic and psychology. It is not 
“anti-intellectual” in any sense in which scientific procedure 
is not. It is not a position which loses philosophy in science, 
reserving no place for ambitious speculative synthesis. And, 
finally, it makes no pretension to have said the last work about 
philosophical issues, but rather thinks of itself as one aspect of 
(and supplying the method for) a profound philosophical re- 
construction which is everywhere under way. 

It will be convenient to group certain of the positive doc- 
trines of pragmatism around the three basic factors in its 
genesis. Pragmatism involves,ffirst, the complete acceptance™ 
of the scientific attitude and method as the attitude and meth- 
od of philosophy. Second, it represents the first extensive in- 
fluence of the results and points of views of the biological and 
social sciences upon philosophical synthesis. And, third, it is 
an expression of the ethical and political ideals latent in the 
American democratic tradition Of the four leading figures— 
Peirce, James, Dewey, and Mead—the last two developed 
their views at the University of Chicago, a contribution equal 
to anything the University can show. With the Collected 
Papers of Peirce’ now being available alongside of James’s 
existing works, with the results of Dewey’s long and vigorous 
life-work in print, and with a number of volumes of Mead’s 
writings and lectures ready for the press,’ the many dimen- 
sions of pragmatic interpretation are more clearly available 
than ever before. Though the activities of the various men 
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cross in numerous ways, Peirce reveals himself predominantly 
as the logician and metaphysician of the movement; James as 
the humanist and individual psychologist; Dewey as the mor- 
alist, educationalist, and political theorist; Mead as the social 
psychologist and philosopher of science. When to these prod- 
ucts are added the work in special fields of value theory, 
aesthetics, ethics, religion, logic done by such men as Ames, 
Tufts, Moore, Lewis—to mention only a few of the names— 
it is evident that pragmatism stands for a rounded movement 
whose co-operative character enhances the richness of insight, 
though it obscures to some extent the underlying systematic 
unity. 

Turning, then, to the first point. The acceptance by prag- 
matism of the method of science as the method of philosophy 
indicates that pragmatism is a form of positivism or empiri- 
cism§ (positivism designating the doctrine that propositions 
about existence are to be regarded as significant in proportion 
as they arise out of and are controllable by direct confronta- 
tion of the object or kind of object meant). The hypothetical- 
deductive-observational method has proved most acceptable 
in science, itself the most comprehensive and successful insti- 
tution for knowing that has appeared. Scientific method is 
not only applicable to external observation in a laboratory. 
It is applicable wherever ideas can be checked by confronta- 
tion with what the ideas mean. It holds as well for judgments 
about the cause of one’s toothache as for the chemical char- 
acter of salt. It even holds, as Peirce maintained, for mathe- 
matics, which in Peirce’s interpretation is an observational 
science, involving always a diagram (if only the marks them- 
selves) which is observed to see if the state represented in the 
conclusion was actually found to be so on the assumption that 
the situation represented by the premises was so. Nor does 
the acceptance of scientific method specify that a philosopher 
can refer to nothing that cannot be brought directly into ex- 
perience. For, in the first place, scientific method is essen- 
tially social, and its objects are not thought to reside solely 
within the experience of any observer; and, in the second 
place, no scientist hesitates to infer unexperienced entities of 
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a class if he has had experience of other members of the class 
and if the inference is made in terms of an inferential or lead- 
ing principle which has repeatedly stood verification. 

Hence, in following scientific method, pragmatism, rather 
than being committed to the individualistic subjectivism 
which has constantly haunted empiricism, is able to avail it- 
self of the social conception of knowledge and the naturalistic 
realism implicit in science.’ Nor does the utilization of scien- 
tific method lose philosophy in the special sciences—rather 
does it restore philosophy to the dignity of the most general 
science. For, by applying the method of descriptive generali- 
zation (to use Whitehead’s phrase), philosophy as science be- 
comes the search for the theoretical system applicable to all 
experienced reality whatsoever. To apply scientific method 
to philosophical problems is not to equate philosophy with 
the philosophy of science. 

Pragmatism has given to many the impression of neglect- 
ing, if not of being actually hostile to, the formal disciplines 
such as logic and mathematics. Peirce’s eminence in these 
fields (has he, indeed, any superior in the entire history of 
logic?) should immediately dispel this impression, but since it 
may be thought that Peirce is not typical in this respect, and 
since the matter is important, it may be approached anew."° 
The simplest way of stating the facts is merely to say that 
philosophy, in generalizing the method of science, is entitled 
to use the abstract precisely as science does, though it will do 
so in an even more generalized form. The formal structures of 
symbolic logic bear somewhat the same relation to the total 
philosophic quest that mathematics does to the scientific ven- 
ture. The only basic dispute possible is about words—whether 
logic is to be identified with formal logic or whether it should 
include as well the study of the entire reflective process in 
which formal systems function. Although pragmatists have 
often chosen the latter course, even this involves no confusion 
of psychology and logic, but rather the placing of logic in the 
context in which it actually operates. Light is thrown on how 
formal systems arise and the réle they perform, and how the 
categories, logic, and mathematics may be approached in 
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terms of a theory of symbols. Pragmatism is able to assimi- 
late without difficulty the important advances of symbolic 
logic, advances which have moved immeasurably far beyond 
the Aristotelian logic of the Schoolmen and which only now 
make it possible to present to science a logic adequate to its 
own actual method. 

The acceptance of scientific method has led in pragmatism 
to a generalization of the empirical theory of meaning. If, as 
pragmatism maintains, a concept or meaning is identical with 
the set of expectations it sets up, both categorical analysis and 
cosmological speculation receive a revolutionary turn whose 
consequences to date have only been partially explored.* The 
empirical approach to mathematics, metaphysics, epistemol- 
ogy, logic, value theory, aesthetics, religion, and to science it- 
self has led to interesting results and shown conclusively its 
promise—but the systematization of results has not been at- 
tempted, and the main work has yet to be done. 

In renouncing the royal a priori road, pragmatism is not 
committed to subjectivism. Pressing on to the widest uni- 
versality and stability attainable, philosophy can still admit 
with Peirce that “the scientific spirit requires a man to be at 
all times ready to dump his whole cartload of beliefs, the 
moment experience is against them. The desire to learn for- 
bids him to be perfectly cocksure that he knows already.” 
One of the tragedies of the Greek world was that it had no 
effective middle road between Platonic absolutism and Sophis- 
tic and Sceptic individualism. But the deepest characteristic 
of science is that, while it renounces the pretension of finality 
at any time, the very social nature of its enterprise secures for 
it that relative stability which provides the via media between 
dogmatism and individualistic anarchy. 

The mention of meaning as expectation brings us, however, 
to the second aspect of pragmatism—its utilization of the 
categories of psychology, biology, and the social sciences. 
And here we undoubtedly reach its most distinctive aspect. 
The dominant seventeenth-century intellectual synthesis was 
essentially a generalization of the results of the mathematical 
and physical sciences: it saw the world of nature in terms of 
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machines and equations. Aristotle, to be sure, was a biologi- 
cally minded philosopher, Leibniz had generalized the revela- 
tions of Leeuwenhoek’s microscope, and the work of Vesalius 
and Harvey—as finely scientific as the more dramatic work of 
Galileo—had turned over Galen, as Aristotle the physicist had 
been turned, to the historian of science; but it was not until 
the nineteenth century that the biological sciences influenced 
the philosophical categories in any widespread way, while it 
is within the very shadow of our day that the social sciences 
have begun to be reflected in philosophical discussion. And 
pragmatism has as a post-Darwinism philosophy been espe- 
cially sensitive to these categories, which are at least to take 
their place alongside of those drawn from the physical and 
formal sciences in the cosmology of the future. 

It is because of this influence that pragmatism is a positiv- 
ism of a distinctive stamp: it is a biological positivism. The 
evolutionary position had, as Darwin realized, a whole phi- 
losophy implicit in it, and pragmatism has drawn these im- 
plications. Especially has it recognized what may be called 
the action-dimension of ideas, a recognition demanded by the 
need of placing mind within the behavior setting of the evolu- 
tionary account. James inaugurated the functional re-inter- 
pretation of mind which pragmatism has accomplished; but 
just as early evolutionary theory did not see the social aspects 
of the evolutionary process, so it was left to Mead to work out 
a theory of the emergence of mind within social conduct, and 
to show in detail the social conditions for the emergence of the 
reflective, moral, self-conscious self. In Mead and in Dewey 
the concept of the social has been elevated to the rank of a 
category.” 

The recognition of the action and social dimensions of mind 
has given pragmatism an advantage over alternative versions 
of positivism. The attention to the prospective reference of 
ideas allows pragmatism, without sacrificing the need of an 
empirical control of ideas, to avoid the intellectual asceticism 
of those positivists who see in thought no more than a summa- 
tion of past experiences. It avoids the rationalism-empiricism, 
or form-matter, impasse by allowing the admission that while 
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interrogation of experience is always in terms of some set of 
meanings, these meanings themselves arise as a result of pre- 
vious experience and are changed in terms of the further ex- 
perience gained through their use.’ 

The attempt to apply this pragmatic re-interpretation of 
mind in terms of the operation of symbols or meanings to the 
topics truth and knowledge has produced some confusion and 
much resentment. But, as the smoke of battle dies away, it is 
at least clear that to say that thinking functions in the serv- 
ice of a thwarted interest does not set limits to the nature of 
the interest (the interest may, for instance, be to build a sys- 
tem of knowledge), nor does it mean that science and philoso- 
phy do not tell us about the world. Mother Hubbard would 
not have thought about or gone to the cupboard except to 
get her poor dog a bone, but that does not prevent her—and 
the dog’s—disappointment, nor render false the statement - 
that the cupboard was bare. The point, rather, is that we 
know the world only in so far as it enters into human experi- 
ence through human interaction with it—the apparent excep- 
tion involved in reference to unexperienced objects or events 
is no exception at all, since reference to them is only permitted 
on the basis of empirically certified principles of inference op- 
erating on empirical data. Scientific knowledge, it must be re- 
membered, is social in character, and it aims to find that 
which is invariant for all observers. The highly generalized 
and stable propositions which it reaches constitute our scien- 
tific knowledge of the world. Pragmatism accepts that knowl- 
edge, and the cosmology which Peirce, Dewey, and Mead en- 
visage is simply the farthest possible extension of socially and 
empirically grounded generalizations. The recognition of the 
temporal character of reality is itself such a generalization, 
and another is the realization that forms, too, share in process 
just as individuals do—for, if it be said that a form (whether 
shape, or species, or universal meaning) cannot change (since 
it is then no longer that form) the same logic would lead to the 
absurd proposition that a particular object cannot change, 
since if it did it would no longer be ¢hat object. But, it should 
be added, the recognition that reality has a ubiquitous tem- 
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poral character does not deny in any way the equally stub- 
born fact that reality also manifests great enduring con- 
stancies. Existence, as Dewey has said in Experience and Na- 
ture, is both precarious and stable. 

On the pragmatic interpretation, science, like philosophy, 
deals with the world given for observation—and not with 
some real world which ontologically underlies the experienced 
world. Aiming at that which is common and universal, it is 
not surprising that much that is experienced flows through its 
nets. It thus becomes clear that the scientifically oriented 
philosophy of the seventeenth century was not wrong in spirit, 
but that it erred in generalizing its cosmology from the data of 
science alone instead of working in the spirit of science on the 
whole domain of experience. When this is done the world 
shows itself to be more complex than the abstract world of 
science—to have increments of novelty, to be shot through 
and through with aesthetic qualities, to reveal brute irreducible 
individualities, to permit choice and moral determination—to 
be, in short, the scene of meaningful action as well as of scien- 
tific knowledge. Recent science has gone far in harmonizing 
itself with conceptions which the pragmatists (together with 
other philosophers) have defended for fifty years. Pragma- 
tism has thus caught up the results and attitudes of science 
without sacrificing the wild-game flavored universe which 
moral action in the Faustian West demands. Through its un- 
derstanding of the methodology of reflection, it has kept what 
is sound in the seventeenth-century synthesis while avoiding 
its impasse. Especially has Mead been able to formulate a 
cosmology and philosophy of science which writes in one 
seamless whole the worlds of common sense, of science, and of 
value.? 


III, PRAGMATISM AND DEMOCRACY 


There remains for consideration the important topic of the 
bearing of the pragmatic attitude and analysis upon the do- 
main of value, and upon the democratic way of life of which it 
is an expression. Here again pragmatism attempts to perform 
with more adequate tools a task which English empiricism 
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had essayed: the carrying of the experimental method into 
social and moral fields. Though thinkers of the type of Dewey 
and Mead do not deny the difference between doing a good 
job in a particular piece of scientific research and a too hasty 
attempt to utilize the results of the inquiry, they do deny any 
sharp and final opposition of theory and practice, just as in 
the domain of practice itself they set themselves against the 
cleavage between moral and political or economic behavior. 
Such a pragmatist has as his social ideal the progressive en- 
richment and control of man’s social, economic, and political 
life through application of morally directed intelligence. This 
ideal implies a confidence in the ability of the reflective proc- 
ess to deal with values as well as facts, and it suggests the con- 
viction that between moral value and scientific fact, between 
moral judgment and scientific inquiry, co-operation and not 
opposition is essential. 

It is not just to say that a pragmatist must be especially 
interested in social or moral matters, but it is true to say that 
if he is so interested his theory of meaning and intelligence re- 
veals interesting implications, implications which Mead and 
Dewey have especially drawn. For, if intelligence always acts 
in the service of some value, there is no reason why it might 
not devote itself deliberately to the service of all values; if 
meaning is to be found in the prediction of empirical conse- 
quences, then it should be possible to find empirically what 
right and good and ought and better mean; if scientific method 
is experimental and co-operative, then perhaps the moral life 
should be conceived in similar terms; if science has avoided the 
alternatives of absolute objectivity and absolute subjectivity, 
ethics should be able to do likewise. The pragmatic move- 
ment reveals itself as peculiarly sensitive to value of any kind 
and wherever found," though somehow or other critics have 
usually gone to the extremes of denying this value-dimension 
or making it the only interest of pragmatism. Unlike most 
positivisms, it has not merely surrendered itself to science; it 
has made the further step of seeing the moral potentialities of 
the empirical temper. 
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It goes without saying that values or goods are here con- 
ceived naturalistically, as characters which objects possess in 
their capacity to satisfy interests. As characters of objects oc- 
curring under determinate conditions, values are not impervi- 
ous to time, though they, too, manifest their own tenacious 
constancies. Pragmatism has frankly given up the defense of 
an absolute value structure in favor of the search for security 
of method of control. The emphasis is not upon the security 
of value, but upon what can be done to make values more se- 
cure. 

It should be noticed that there are three easily distinguish- 
able levels of value: the level of bare liking, the level of likings 
which maintain themselves harmoniously in some system of 
likings or interests which constitute a self, and the level of 
likings or interests which maintain themselves in a social sys- 
tem of interests. To take a trivial example, to like to smoke 
would be a first-order value; to be such a person that smoking 
integrates and sustains one’s entire system of interests would 
be to constitute smoking a second-order value; to claim that 
smoking integrates and sustains the interests of some social 
group would be to maintain that smoking is a third-order val- 
ue. To be thoughtless is to live at the first level; to be prudent 
is to give free road only to values of the second order; to be 
moral is to give expression to third-order values. 

Reflection or thought in the domain of values allows the 
consequences of satisfying an interest to determine, in virtue 
of its effect on other interests, whether or not the interest in 
question should be allowed satisfaction.** The “should” is not 
something imported from without the system of interests to 
act as a standard; the only standard possible on an interest 
theory of value is the expansion and harmonization of the in- 
terests themselves. As Ralph Barton Perry has expressed it 
in his General Theory of Value—and in some respects his value 
theory is a logical continuation of James’s doctrine—‘‘a best 
object” is to be defined “‘as that preferred to all other objects 
by the interest which is given precedence over all other inter- 
ests,’ and we may add that in the case of morality this can 
only be the interest in interests themselves. The moral self 
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is the self whose basic interest is in the social system of inter- 
ests of which it is a member. The right act in any given situa- 
tion (and action is always in a specific situation) is the act 
which maximizes the value of that situation; the moral person 
is the person who attempts to perform the right act in the so- 
cial situations in which he finds himself. 

It should be noted that this position does not imply that 
the moral act need only accept existing interests—though, of 
course, as existing all such interests are data to be considered. 
The moral interest in the expansion and harmonization of the 
social system of interests requires creativeness, requires lop- 
ping off certain interests, pruning others, inventing new ones. 
Reflection works within the system of interests, but it leads 
to an actual change in interests by showing their effect on the 
entire system. \\The task of education as a moral force is to 
produce intelligent socialized beings, intelligent so that the 
consequences of action may be foreseen, socialized so that ac- 
tion will be under the direction of the interest in interests. 
When the individual does acquire this moral interest, the 
clash between egoism and altruism has vanished, for in being 
most thoroughly “selfish” the moral individual is most thor- 
oughly social. It was with justice that Dewey saw that the 
only instrument which could make possible a morally con- 
ceived democracy was education itself morally conceived. It 
is this that is the heart and soul of Dewey’s philosophy of 
education. It is significant that contemporary psychology, 
especially as elaborated by Mead, presents a picture of hu- 
man nature which makes the education of a moral personality 
not only theoretically possible but hygienically sound. 

Pragmatism has been able to carry into ethics the experi- 
mental and positivistic attitude. The claim that something 

“ought” to be done—a claim that Hume never was able to 
analyze satisfactorily—reduces to the claim that doing a cer- 
tain action will as a fact, or would as a fact, produce better 
results than some alieeaeitive action, where “better” is de- 
fined with reference to the moral interest of developing a rich, 
harmonious, expanding system of interests. Such a claim can 
to some degree be tested, and in terms of the experience gained 
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new oughts and new claims will arise. There is built up in this 
way a relatively stable set of moral generalizations which act 
as hypotheses for approaching the unique situation which de- 
mands moral action, precisely as do the generalizations of sci- 
ence. There is no essential difference between reflection in sci- 
ence and in domains of value: in both growth and novelty is 
genuine; in both great areas of relative permanency are found. 
Just as science and philosophy work by generalizing empirical 
evidence acquired when it is acted upon, so morality constant- 
ly reshapes its principles in terms of the results which accrue 
when they are used as a basis for action. It is impossible to 
gain knowledge of the world if one is not sometimes willing to 
relinquish the analysis of meaning and put some meanings to 
the test; similarly, the moral man must act with utter decision 
and confidence—what Ames” has called the practical absolute 
—and yet be constantly willing to reconsider the very princi- 
ple upon which he acts in the light of new evidence. 

It is in some such way that pragmatism has given new sig- 
nificance to the moral life through the utilization of the very 
science which to some had seemed to make morality impossi- 
ble. Its harmony with the general trend of contemporary 
metaphysical re-interpretation is obvious. Its connection with 
certain attitudes and movements in the social sciences has 
often been remarked."® Nor is it difficult to see the relation 
between pragmatic ethical theory and its interpretation of 
democracy—indeed, it is the Ethics of Democracy, to use the 
title of Dewey’s 1888 paper.’? Is it too much to say that the 
promise of what President Roosevelt has called the “New 
Deal” —it is hardly more than that yet—is the promise of the 
translation of the pragmatic interpretation of democracy into 
some degree of actuality ?° “Democracy,” Dewey wrote then, 

“Gs a social, that is to say, an ethical conception, and upon its 
ethical significance i is based its significance as governmental.” 
Democracy he described as that “form of society in which 
every man has a chance... .to become a person.”” Under 
this moral interpretation, it is impossible to identify democ- 
racy and capitalism. This point cannot be too emphatically 
made. Democracy involves the two poles of individual initia- 


[19] 


tive and social concern. Unrestricted capitalism is not syn- 
onymous with democracy, but is rather an overgrowth of the 
individualistic pole. The new individualism must be socially 
and morally conceived and oriented. To restore the social or 
moral pole to its proper place is to return to what is essential 
in the democratic ideal, and not to relinquish it. It is the 
defender of unrestricted individualism who is the true traitor. 
Democracy has never been willing to identify itself with the 
social philosophy of Locke; pioneers needed individual re- 
sourcefulness, but they also needed to co-operate, and this 
need has always given to Americans a sensitivity to the ethics 
of co-operation and to the ideal of brotherhood. 

Mead has analyzed in great detail the social psychology and 
conception of the self which makes the ideal more than utop- 
ian. He has shown how the self as social in origin can and does 
to varying degrees achieve identity with other selves, so that 
common interests and moral behavior obtain the psychologi- 
cal foundation which Rousseau hinted at in the concept of the 
general will, but which his psychological equipment could not 
convincingly explicate. Mead has also made clear how a func- 
tionally conceived democracy involves no idea of quantita- 
tive sameness. Diversities may be endlessly great, provided 
that the individual attains his uniqueness in the moral per- 
formance of a unique social function. 

Of the two social extremes, complete and unregulated in- 
dividualism has shown conclusively its inadequacy, while 
complete regimentation is deficient as against democracy in 
its lack of basic respect for the concept of moral personality. 
Democracy, with what Mead called its institutionalization of 
revolution, and with its natural allegiance to the scientific 
temper, seems to provide the social flexibility which adapta- 
tion demands and the mutual concern for the individual and 
society which morality requires. If it can marshal its forces 
and clarify its vision, perhaps democracy and the philosophy 
of the heart can provide a living alternative to the thin aristoc- 
racy of the head, the blind cry of the blood, and the fury 
of enraged brawn. It may prove the road to the future—and 
to the far future if not to the near. If a democratic society is 
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possible, so is a democratic world. Just as the moral individual 
has transcended the conflict between himself and his social 
group, so could the moral nation make its self-realization com- 
patible with social co-operation. If democracy provides no 
living alternative to fascism and communism, then blood and 
brawn must meet. 


Iv. AMERICA AND THE WEST 


Implicit in the whole argument that has been developed is 
the view that Europe, and especially America, is not old and 
decrepit, but that creative currents are operative which may 
indicate the dawn of a new cultural epoch. The history of the 
West is the history of young, vigorous peoples which had to 
work out their own cultural expression and mode of life 
through an in part alien culture and mode of life inherited 
from a late civilization. The complication of development 
through the complex interaction of cultural organisms had its 
disadvantages—and not only for philosophers of history. But 
it had one priceless advantage: it allowed the European West 
to undergo early in its development the scholastic period 
which every culture undergoes, the period in which pervasive 
values of the culture are defended against alien modes of 
thought and action slowly developed from within or encoun- 
tered from without. The fact that the scholasticism of the 
West was a forced and early one was of immense significance. 
It was not the reaction of old values integral to the West de- 
fending themselves against slow internal social changes, as 
had happened to the Greeks. It was, rather, the defense of 
values largely inherited from late Roman culture against the 
sudden invasion of these values caused by economic stimula- 
tion and by the ideological scheme of Graeco-Arabic culture. 

Two foreign cultures, as it were, fought on the soil of the 
West, and this occurred early enough so that the tension pro- 
voked in part stimulated and in part was unable to prevent 
the economic-scientific development which was more genuine- 
ly expressive of the interests of vigorous and earth-loving 
peoples. The result is that, with the early breakdown of the 
momentary scholastic synthesis, science, with no strong ob- 
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stacle left to oppose it, gets under way in the formative period 
of genuine Western culture, and so actually comes to mold the 
entire pattern of this culture. It is this rdle of science in the 
West which many philosophies of history neglect, and espe- 
cially those mentioned in the course of our argument. In no 
other culture has anything corresponding to Western science 
occurred on a comparable scale. The Greek scholasticism of 
Plato, for instance, came so near the end of a great culture, 
and was so successful in its influence, that Greek science, 
great as it was, could never actually operate in decisively de- 
termining the cultural development. The difference may be 
illustrated by the fact that Greek science tended to be domi- 
nated by philosophy; in the West it is philosophy which has 
been responsive to the development of science. 

Western science has provided the possibility of a control of 
race, environment, and culture granted to no other people. If 
the factors as yet uncontrolled do not first win the day, and if 
the statesmen of the world can rise to the moral courage and 
intellectual vision which the situation demands, it may yet be 
said that the period in which we live saw the beginning of the 
coming to age of the West. The enthusiasm of childhood, the 
bloom of youth, the turbulence of adolescence, the sophistica- 
tion of the young man and young woman—these we have had 
and their historic names are familiar. Could it be that the age 
of manhood and womanhood lies before us, rather than the 
senility and decay and martyrdom of man intoned by the 
preachers of death? Two things are sure: the future may to 
some undetermined extent depend on us; and there lies at 
hand the priceless instrument of a democratically moralized 
scientific technique and habit of mind. The future will write 
the result. It should be enough for us that alternatives yet 
lie open. 

Through a variety of circumstances America is strategically 
fitted to play a dominant part—perhaps the dominant part— 
in the years which lie ahead. America in crises finds herself 
with a philosophy prepared, a philosophy which unites in it- 
self as the result of the high powers of a number of men the 
attitude and results of science with the sense of vision which 
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makes wisdom more than knowledge, a philosophy tough- 
minded in the face of realities, but adventuresome and confi- 
dent in the power of ideas and ideals. Through pragmatism 
speaks the authentic voice of America. 

That voice has sounded before. And not least in Walt 
Whitman, the good gray Walt who wished to fill this land 
with “‘the love of comrades, with the lifelong love of com- 
rades.”’ His words still seek for men to justify his vision, and 
still speak to those who would create the America of which he 
sang. These words are as timely today as they were when he 
wrote them: 


Long, too long, America, 
Traveling roads all even and peaceful you learn’d 
from joys and prosperity only, 
But now, ah now, to learn from crises of anguish, 
advancing, grappling with direst fate and recoiling not, 
And now to conceive and show to the world 
what your children en-masse really are. 


[23] 


REFERENCES 


1 Something of this is done in Preserved Smith’s 4 History of Modern Culture 
(Henry Holt, Vol. I, 1930; Vol. II, 1934); and in briefer form in Randall’s The Making 
of the Modern Mind (Houghton Mifflin, 1926). 

2In large part due to the work of George Sarton, through his Introduction to the 
History of Science (Williams and Wilkins, Vol. I, 1927; Vol. II, 1931). 

3 Reference is especially intended to Spengler’s version of the Nietzschean philoso- 
phy of history, as expressed in The Hour of Decision (Knopf, 1934). 

4 Sidney Hook defends this instrumentalist interpretation in his volume, Towards 
the Understanding of Karl Marx (John Day, 1933). 

5 This is true in discussions of pragmatic theories of truth, and especially of the 
ethical and political aspects of the movement. Thus “pragmatism” in W. Y. Elliott’s 
confused book is apparently every movement of revolt from syndicalism to fascism 
(The Pragmatic Revolt in Politics (Macmillan, 1928]). For a delineation of the con- 
fusion, see the review by Arthur E. Murphy, International Fournal of Ethics, XX XIX 
(1928-29), 239-44. James is undoubtedly responsible for some of the many current 
simplifications and distortions, but no more so than his critics. In discussions of 
pragmatism, James’s views must be weighed in terms of what Peirce, Dewey, and 
Mead have had to say. 

6 Collected Papers of Charles Sanders Peirce, ed. by Charles Hartshorne and Paul 
Weiss (Harvard University Press, 1931 ff.). Vol. V contains the papers on pragma- 
tism. 


7 These works are to be published by the University of Chicago Press. The In- 
troductions give a systematic presentation of Mead’s views. Mind, Self, and Society 
contains the social psychology and social philosophy; The Philosophy of the Actisa 
systematic presentation of Mead’s cosmology and philosophy of science; Movements 
of Thought in the Nineteenth Century gives some aspects of Mead’s historical inter- 
pretations. Already published is the Philosophy of the Present, ed. by Arthur E. 
Murphy (Open Court Publishing Co., 1930). See also the article, “The Philosophy of 
Royce, James, and Dewey in Their American Setting,” International Fournal of 
Ethics, XL (1930), 211-31. 

8 Peirce, “What Pragmatism Is,” Monist, XV (1905), 161-81; James, Lecture 2 
in Pragmatism (Longmans, Green & Co., 1907); Dewey, “The Development of 
American Pragmatism,” in Philosophy and Civilization (Minton, Balch & Co., 1931). 

9 C. W. Morris, “Pragmatism and Metaphysics,” to appear in the Philosophical 
Review, 1934. 

10 Reference may be made to C. I. Lewis, Mind and the World Order (Scribner’s, 
1929); Lewis and Langford, Symbolic Logic (Century Co., 1932); C. W. Morris, “The 
Relation of Formal to Instrumental Logic,” in Essays in Philosophy, ed. by Smith 
and Wright (Open Court Publishing Co., 1929); Sidney Hook, “Experimental Logic,” 
Mind, XL (1931), 424-38. 

uP, W. Bridgman’s Logic of Modern Physics (Macmillan, 1927) draws some of 


the consequences for the domain of science. 


12 James, The Principles of Psychology (Holt, 1890); Mead, Mind, Self, and Soci- 
ety (cf. note 7); Dewey, “Social as Category,” Monist, XXXVIII (1928), 161-77; 
Morris, Six Theories of Mind (University of Chicago Press, 1932). 


13 This is technically expressed in terms of the important concept of the “variable 
a priori.” Lewis (Mind and the World Order [Scribner’s, 1929]) is an important source 


[ 24] 


for this interpretation of the a priori; Lenzen (The Nature of Physical Theory (Wiley, 
1931]) has illustrated the significance of the concept in physics; its importance for 
ethics is suggested later in the present discussion. 

14 Thus, for aesthetics, see Dewey, Art as Experience (Minton, Balch & Co., 1934); 
Van Meter Ames, Introduction to Beauty (Harper’s, 1931); see also note 7. 

1s Dewey, The Quest for Certainty (Minton, Balch & Co., 1929), chap. x, “The 
Construction of Good.” On ethics: Dewey, “Intelligence and Morals,” in The In- 
fluence of Darwin (Holt, 1910); chap. iv of Reconstruction in Philosophy (Holt, 1920); 
Ethics (with Tufts), (rev. ed.; Holt, 1932); Tufts, ““The Moral Life and the Construc- 
tion of Values and Standards,” Creative Intelligence (Holt, 1917); Mead, see Mind, 
Self, and Society, Supplementary Essay IV, and the references there given. 


%6 Dewey, Democracy and Education (Macmillan, 1916). See J. L. Childs’s Edu- 
cation and the Philosophy of Experimentalism (Century Co., 1931). 

17 E. S. Ames, “Religious Values and the Practical Absolute,” International Four- 
nal of Ethics, XXXII (1921-22), 347-65. Reference should also be made to his vol- 
ume, Religion (Holt, 1929). 

18 This is especially true of economics, law, and political theory. For discussion 
and references see the article on “Pragmatism,” by Horace M. Kallen, Encyclopaedia 
of the Social Sciences, X11, 307-11. See also articles on Justice Oliver Wendell 
Holmes by J. H. Tufts: University of California Chronicle, Vol. XXXIV (1932); 
American Bar Association Fournal, Vol. VII (1921). 


19 University of Michigan Philosophical Papers (2d ser.), No. 1. For Dewey’s so- 
cial theory: The Public and Its Problems (Holt, 1927); Individualism Old and New 
(Minton, Balch & Co., 1930). See also Tufts: “Individualism and American Life,” 
in Essays in Honor of Fohn Dewey (Holt, 1929), pp. 389-401; The Ethics of Coopera- 
tion (Houghton Mifflin, 1918); America’s Social Morality (Holt, 1933). 

20 The general orientation of the New Deal—whatever may be said of particular 
programs and measures—is consonant with the democratic and experimental temper 
of pragmatic social philosophy. On this temper, see Mead, “An Experimentalist Phi- 
losophy of History,” in the forthcoming volume, The Philosophy of the Act. Historical 
connections are elusive. R. G. Tugwell, for instance, was a student of S. N. Patten, 
who recognized the essential kinship of his views and pragmatism (“Pragmatism and 
Social Science,” in Essays in Economic Theory, ed. by Tugwell [Knopf, 1924]). Tug- 
well’s own essay in The Trend of Economics (Knopf, 1924) is entitled “Experimental 
Economics.” 


PRINTED 
IN USA 








EDUCATION VERSUS 
INDOCTRINATION IN 
THE SCHOOLS 


HORACE M. KALLEN 


Professor of Philosophy and Psychology in the Graduate School 
of Social and Political Science of the New School 
for Social Research 


PUBLIC POLICY PAMPHLET No, '13 
HARRY D. GIDEONSE, Editor 





THE UNIVERSITY OF CHICAGO PRESS 
CHICAGO - ILLINOIS 





COPYRIGHT 1934 BY THE UNIVERSITY 
ALL RIGHTS RESERVED. PUBLISHED SEP 
ee 


COMPOSED AND PRINTED BY THE UNIVERSITY OF CHI 
CHICAGO, ILLINOIS, U.S.A. — 


INTRODUCTION BY THE EDITOR 


To a student it may seem odd that the issue of indoctrina- 
tion versus education should have arisen in contemporary 
America. It may well be that a certain form of inculcation is 
an essential function of the school. Perhaps social cohesion 
and the notion of a society itself cannot exist without some 
such process of “‘making”’ citizens. 

When a group of representative scholars approve a state- 
ment on instruction in the social studies, however, in which 
they state that “national planning” is one of the objectives 
which the American nation seems to have set for itself ac- 
cording to American history, the time would seem to have 
come for some searching of the soul. 

Is there not peril—to society and to scholarship—in linking 
the university to the drafting of such a civic program? Is it 
not preferable to leave the schools as free of conscious incul- 
cation of purpose and of values as it is socially possible to 
make them? Does not society have enough other agencies— 
such as the family, the church, the press, and the political 
party—to participate in the process of conscious indoctrina- 
tion? These are some of the questions with which Dr. Horace 
M. Kallen, Professor of Philosophy and Psychology, the New 
School for Social Research, is concerned in this essay. 

This is the fourteenth of a series of Public Policy Pamphlets 
which the University of Chicago Press is publishing. Fre- 
quently the scholarly journals give no attention at all to 
problems that have an acute public interest, while the ordi- 
nary magazines can print little but superficial comment. The 
University might well perform a valuable service by making 
available to the public whatever special training and informa- 
tion it may have at its disposal. The continuation of such a 
series will, of course, depend upon its reception by the public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 

Harry D. GIpDEONSE 

September 20, 1934 
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EDUCATION VERSUS INDOCTRINATION 
IN THE SCHOOLS 


I, SALVATION BY INDOCTRINATION AND SALVATION 
BY THE SENSE OF HISTORY 


We Americans are inclined to take things hard. Our nerves 
seem to be rawer than other peoples’ and our memories short- 
er. Perhaps we are deficient in that saving sense of history 
without which even the sense of humor cannot save. We deal 
in absolutes only. Each present moment of the national life 
is treated as if it were the sole moment; as if, singular and 
eternal, it were the alpha and omega of existence, without 
past, without future, without alternatives—age cannot wither 
it, nor nature stale its infinite monotony. 

How very hard it was, in the late months of 1933, to bring 
to mind the high heart and exaltation of the years between 
1923 and 1929, when all the princes and prophets of our de- 
mocracy, from the White House to the White Front Em- 
porium and Drug Store, were demonstrating that Prosperity 
was immortal, and that the Ides of Incomes could never, never 
come. When the immortal died and the impossible happened, 
when Old Man Depression made himself at home in the na- 
tional economy, the national faith was stronger than death, 
and the White House itself emulated the Connecticut Yankee 
who solemnly declared, after staring a camel in the face for a 
week of days and nights, “I swan, there ain’t no such animile.” 

A little later, it was told that Prosperity had only gone 
around the corner for a drink and would be right back with two 
chickens for every pot and two cars for every garage. But 
alas, the prophets were again false prophets. Old Man De- 
pression made himself quite comfortable, as if settling down 
for a long, long visit, and fixed it so that there were two pots 
for every chicken and two garages for every car. Soon every 
trace of Prosperity was liquidated and its very memory 
blacked out. 

Then Depression lived alone, supreme, filling every nook 
and cranny of the consciousness of the populace, the politi- 
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cians, and the publicists. Prosperity was as if it had never 
been. Never, we were told, was there so bad a time—never 
such unemployment, such misery, such suffering. Even our 
Fords and our Morgans have failed, and failed us. The very 
capitalist system has failed and fallen apart. We live in a 
chaos of competition, and its disorder and confusion spreads 
with the seconds. Now it was the utter breakdown of civiliza- 
tion which was just around the corner. Help! Help! Where, 
oh where, is the savior from the imminent doom? 

Whenever was such a cry out of the depths permitted to go 
unheard? From every Ford and cranny of the land came 
voices answering. “Rugged individualism,” “Change the tax 
system,” the oracles announced. “Go off the gold standard.” 
“Inflate.” “Deflate.” “Higher tariffs.” “Free trade.” “Debt 
revision.” “Disarmament.” “Five-hour day and five-day 
week.”” “Public works.” “Fascism.” “Socialism.” “Com- 
munism.” “Repeal the Eighteenth Amendment.” “Planned 
Society.” “Technocracy.” “NIRA.” “God.” “Blue Eagle.” 
And so on, in unmuted ’phony and antiphony, the chivalrous 
and inventive American spirit rose, to confront the national 
danger with multitudinous gospels of salvation that shall 
either perfect the old social order or build a new one, and by 
the one device or the other set up a new millennium, a new 
consummation of the “American dream” in which “the lot of 
the common man will be made easier and his life enriched and 
ennobled’’—two chickens in every pot and two cars in every 
garage, and two pots for every woman and two garages for 
every man. Let but the American people cleave unto the 
right doctrine, let them but be true believers in the true faith, 
and all shall be well with them yet, forever and forever and 
forever. 

Before such monitions of doom and gospels of salvation as 
these, the saving sense of humor is helpless without the even 
more saving sense of history. George Santayana once said 
. that those who did not remember the past were condemned to 
repeat it; and perhaps we should gain in perspective what we 
Aose in passion if the apostles of the schemes of salvation cur- 
rent could bear in mind that the decay of capitalist civiliza- 
tion was announced almost at its birth, that it was said to be 
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breaking down before it cut its first teeth, and that the news of 
its death has been greatly exaggerated ever since. Perhaps we 
should gain in patience and effectiveness what we lose in moral 
indignation if we recall how, in industrial countries, the com- 
mon man has multiplied with his inventions, how his health 
has become better, his life longer, and his standard of living, 
as compared with those of the generations of his pre-industrial 
forebears, richer and more varied in material things, more 
varied and nobler in things of the spirit. Perhaps we should 
gain in wisdom what we lose in ardor if the apostles of the 
schemes of salvation current would keep alive in their remem- 
brance the schemes of Carlyle and of Kingsley, of Ruskin and 
of Arnold, of Bentham and of Louis Blanc, of Fourier and of | 
John Stuart Mill, of William Morris and of Karl Marx, of 
Peter Kropotkin and of Edward Bellamy. 

Such a consciousness of the living past might, perhaps, 
mitigate a little the poignancy of the crise plethorique of 1929 
with remembrance of the certainly not lesser poignancies of 
the crises of 1837, 1873, 1893, Ig07—to mention only a few— 
when civilization was also on the verge of imminent doom. 
Those to whom the past is thus alive might take a little com- 
fort from recollection. They might play with the notion that 
getting on the verge of imminent doom is a habit civilization 
has—bad but not fatal—and, like all habits, changeable. Re- 
membering what abysses the human spirit has overleaped, 
which horrors it has overcome by enduring, and which by bat- 
tling, they would not suffer so insuperable a despair with the 
present, nor project so infallible a faith upon the future. They 
would temper both their hopes and their fears with the knowl- 
edge that, since every man who is born must die, the events in 
his biography perforce follow a similar pattern. 

So they would know that the alternations of good fortune 
and of bad, whose nature it has been the réle of economic sci- 
ence to obscure, are no more than the natural weather of ex- 
istence. They would recognize that the defenses against its 
irrelevancies have compounded themselves, since the begin- 
nings of the industrial era, to a not inconsiderable accumula- 
tion. They would recognize, moreover, that the items of the 
accumulation have followed no predestined course, being not 
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repetitions of the past but variations from it, creatures of the 
And, above all, the men with a sense of the living past would 
know that one of the most novel and most interesting items 
of this accumulation is the very widespread sympathy, the 
restless anxiety of so many of the more fortunate concerning 
the life, liberty, and happiness of the less fortunate. This 
frame of mind is one of the most signal components of the 
biography of industrial society. 


2. SCHOOLMARMS TO THE BARRICADES! 


I find, within the babel of plans and plots against the evils 
of our times, one only which doesn’t merely repeat the past 
but varies from it. This is a proposal that the country’s peda- 
gogues shall undertake to establish themselves as the coun- 
try’s saviors. It appears in two pamphlets. The first is a chal- 
lenge to teachers entitled Dare the Schools Build a New Social 
Order? Its author is George Counts. The second is 4 Call to 
the Teachers of the Nation. The Call is sounded by the Com- 
mittee of the Progressive Education Association on Social and 
Economic Problems. The chairman of the Committee and 
the prime author of the Ca// is again George Counts. The 
Committee’s Ca// makes, as is natural, somewhat more tem- 
pered proposals than the individual’s challenge. In essentials, 
however, they are but two statements of an identical doc- 
trine. Where they are sound and moving, it is for identical 
reasons; where they are fallacious and misleading, it is on 
identical grounds. Basic objections to the one are also basic 
objections to the other. As Mr. Counts’s personal challenge 
to teachers is prior and lays down the gradient for his Com- 
mittee’s Ca//, I shall discuss mostly the argument of the chal- 
lenge. What holds of this will also hold of his Cal. 

With an imagination unparalleled among the saviors of 
civilization, with a faith stronger than every doubt and an 
earnestness overruling all irony, Mr. Counts suggests that the 
Great Revolution might be better accomplished and the Great 
Happiness more quickly established if the teachers rather 
than the proletarians seized power. 
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Society, he believes, is so badly off for leadership that “it 
might even accept the guidance of the teachers.” They have 
a fitness: 


Representing as they do, not the interests of the moment or of 
any special class, but rather the common and abiding interests of the 
people, teachers are under heavy social obligations to protect and to 
further those interests. In this they occupy a relatively unique posi- 
tion in society. Also since the profession should embrace teachers 
and scientists and scholars of the highest rank, as well as teachers 
working at all levels of the educational system, it has at its disposal 
as no other group, the knowledge and wisdom of the ages. It is 
scarcely thinkable that these men and women should ever act as 
selfishly or bungle as badly as have the so-called ‘practical’? men of 
our generation—the politicians, the financiers, the industrialists. 


Having taken power, the teachers must use it to attain the 
“central purpose” of realizing the “American dream.”* They 
must operate education as the instrument of social regenera- 
tion. This consists of inculcating right doctrine. The young 
of the nation must be rehearsed in “a tradition that has roots 
in American soil, is in harmony with the spirit of the age, 
recognizes the facts of industrialism, appeals to the most pro- 
found impulses of our people, and takes into account the 
emergence of a world-society’—a society without private 
property or special privilege, where men labor for service and 
not for profit; and where all things are held in common. In- 
doctrinate the citizens of the future in this “‘vision of a future 
America immeasurably more just and noble and beautiful 
than the America of today,” and you lay the foundations of 
the new social order. Salvation is of the teachers, through in- 
doctrination. 


3. THE INVIDIOUS DOMINATION OF THE STATUS QUO 


It is not easy for those who know what existing teachers 
(even the progressive ones) are like and how they work to re- 
gard this scheme of salvation as intended in any but a Pick- 
wickian sense. It is even harder for those who are aware of 

* The milder Ca// says: “Teachers cannot evade the responsibility of participating 


actively in the task of reconstituting the democratic tradition and of thus working 
positively toward a new society.” 
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how indoctrination operates, historically and actually, to be- 
lieve that a plan of salvation through indoctrination is meant 
to be anything but a Platonic fantasy or a Swift-like satire. 

But if there is a Pickwickian, Platonic, or Swift-like inten- 
tion in Mr. Counts’s heart, he has not voiced it in his tract. 
He recognizes the great difficulty which confronts the realiza- 
tion of his plan, and he insists that his utopianism can be prac- 
tical provided there are enough teachers sufficiently brave and 
wise and strong and patient to make the heroic effort and to 
endure the bitter struggle it must require. He believes that 
enough such teachers are to be found, not so numerously in 
the public-school systems of the nation as amid the private 
and tangential educational endeavors known as progressive. 
If the progressive teachers have hearts bold enough to break 
the shackles of the pedagogic tradition which degrades and 
confines them, if they have the courage to reach out for power, 
the will to hold it, and the guts to stand the gaff which taking 
and using power requires, the schools can build a new social 
order. The teachers would need, of course, the co-operation of 
the fathers and mothers of their pupils, who could give it only 
in so far as they abandoned their bourgeois complacencies, 
saw themselves in the social context as they really are, and 
placed their disillusioned selves beside the embattled teachers 
to fight the class war. 

The paramount event in their, in everybody’s, conversion 
would be to abandon the fallacies upon which their illusions 
are nourished, concerning the relations of men’s hearts and 
minds to doctrine, to discipline, to freedom. For their “free- 
dom” is only the mushiness which comes from the lack of 
serious purpose in their hearts, so that their wills have no di- 
rection, their minds are confused, and they do not know where 
they are going though they are on their way. But if their wills 
have no direction, their lives have a very definite one, and not 
one which they have chosen but which has been imposed on 
them by the ruling passions, the prevailing fashions, of the 
times. The times discipline and indoctrinate the schools. The 
schools discipline and indoctrinate the young. None can es- 
cape. Indoctrination is universal and endemic, and the grown 
pupil of the most progressive of schools differs in no significant 
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way whatever from the grown pupil of the most conventional. 
All education is indoctrination and can be nothing else. The 
difference between one kind of education and another, there- 
fore, cannot lie in its technique but in its subject matter. 
Right doctrine, not correct method, distinguishes good educa- 
tion from bad, progressive from reactionary. Indoctrinate in 
right doctrine and the world is saved. 

Right doctrine, the true orthodoxy which the times need, 
Mr. Counts argues with a sincere and passionate eloquence, 
s “the American dream” brought up to date, revised into the 
collectivistic form which the industrial economy calls for. 

Since, in this world of our action and passion, we are not 
free but bound. Did not Kant himself have to set the unseen 
as the locus of our freedom, saying that we choose efore birth 
the kind of life we would live after and are bound till death 
by this choice? Our children, Mr. Counts would have us in- 
fer, are not born into a void, but into a culture with its folk- 
ways, mores, and valuations, its judgments of good and its 
judgments of evil, its classes and masses, its leaders and fol- 
lowers, its personages who are treated as ideals to attain and 
its anonymities who treat the personages as ideals to attain 
regardless of the purposes and practices of schools, whether 
progressive or reactionary. Our Fords and Lindberghs, our 
Morgans and Tunneys provide the makings of the mirage, of 
the Forda Morgana, which our Toms and Dicks and Harrys 
hope to embody in themselves. If the latter do not acquire 
their loyalties by a calculation of personal advantage, they 
acquire them through social contagion and emulative passion. 
Let, then, our educational ideals be what they will, the type 
dominant in the community, whether financier or racketeer, 
whether industrialist or prizefighter or movie actor, will, sim- 
ply by being dominant, distort them in its own image. 

Is it not, then, delusion to believe that diverse doctrines 
can have an equal status in the same social order, or that the 
same teacher, willy nilly the formal transmitter of the order, 
can teach impartially diverse and conflicting social doctrines? 
Only those without a stake in the difference can be impartial. 
Only those without an investment in the social order can 
judge it freely. And who may such free ones be? Certainly 
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not the progressive parent or the progressive teacher. The 
freedom which he believes himself to enjoy, like the leisure he 
does enjoy, depends upon the economic security which the 
established order guarantees and maintains for him. Let that 
be threatened as a true freedom might threaten it, and he will 
hardly fail to take sides against freedom. 

What, then, is the freedom of which progressive education 
boasts? It is a negative and precarious thing, aware, not too 
deeply, of what it denies and rejects, but lacking all affirma- 
tive will and desire. Let its protagonists desire something 
positively, especially let them desire to keep their security se- 
cure, and pop! goes the freedom. They must perforce affirm 
passionately the system which sustains their security. The 
more honestly aware they become of the foundations of their 
own lives and the character of their own aspirations, the more 
certainly they must align themselves with the defenders of the 
loose capitalist order which is the seat and cause of all our 
woe. 

If their desire to build a new social order is genuine, only 
one action is open for them. They must search out a doctrine 
which negates and nullifies the ruling orthodoxy and set up 
that negation as right doctrine. Counter-indoctrination is 
their salvation. To conservatism they must oppose radical- 
ism; to individualism, collectivism; to competition, commu- 
nism; to reaction, progress. There are no valid alte alternatives to 





describe eaten as ‘teaching_adjustment-to- a changing 


civilization, imply a gospel of drift as against mastery, of ex- 
pediency as against principle, of unreliability as against in- 


\, tegrity, and of anarchy as against order. “The control of the 


‘machine requires a society which is dominated less by the 
ideal of individual advancement and more by certain far- 
reaching purposes and plans for social construction.” The 
days of capitalism are numbered. Its competitive life is its 
suicide. If teachers are to serve as saviors, they must indoc- 
trinate us in a theory of a society which will not secrete the 
agencies of its own death in all its members, as well as in its 
heart. 
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4. FAITH AGAINST FACTS, OR THE STATIC ILLUSION 


I am afraid that this drab paraphrase does scanty justice 
to Mr. Counts’s high argument. If it succeeds in giving only 
a hint of the humane ardor, the loving-kindness, the moral 
idealism, and the social insight which carry it, I shall be glad 
and proud. With its descriptions of the educational situation, 
within and without the progressive schools, I find myself in 
entire accord. I also have felt, and have taught during many 
years, that the greater part of what is accepted as educational 
science in the United States is much ado about nothing. And 
to me, certainly, that the illusions of the Forda Morgana are 
endemic is no news. I am happy to find confirmation by an 
authority so high of a view I have long held to be the true 
view.? 

All the more must I regret that the inferences and interpre- 
tations which Mr. Counts draws from these evidences seem 
to me a complete on sequitur; a rationalization of his loving- 
kindness and passion for righteousness, not a reasonable con- 
clusion from his analysis of the facts. Experience does not 
sustain his antitheses, whether actual or implied. They strike 
me as passional and verbal rather than analytical. His whole 
position impresses me as the verbalization of a strongly-held 
faith which makes its way by condemning rather than under- 
standing that which is in opposition to it. Historically, such 
a mood, brave and challenging though its appearance be, 
rests upon a certain failure of nerve, a fear to stand naked be- 
fore the ruling social dogma and to deal with it on its own 
terms, instead of by means of a contrary dogma contrariwise 
imposed. It is as if some wiser sheep of a flock crossing a 
bridge, noticing that many fall into the water on the right- 
hand side, forthwith scrams to the far left and plops himself 
into the very predicament he had thus meant to avoid. 


True_as it is that every living thing perforce believes in_ 


something with an absolute and animal faith, it is not true 
that the escape from evil consequences of iaaccrmation a te 
change-your-doctrine. The generations of men have been do- 

2 See my “Educational Ideals and Their Distortion by Society,” in The Child’s 


Emotions (Chicago: University of Chicago Press, 1930); and College Prolongs In- 
fancy (New York: John Day Co., 1931). 
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ing this all their lives, yet here is Mr. Counts among the other 
prophets of the land, prophesying that our latter end is worse 
than our beginning. Each new social doctrine in its time was 
offered to the people as the revelation of certainty, the guar- 
antee of security, the gratification of desire; each in its time 
was denounced as the spring and engine of the oppressor, and 
overthrown for the sake of an upstart assuring anew the il- 
lusory certainties and securities of the old salvation. Inveter- 
ate as is the desire which generates these doctrines and comes 
to its false rest in them, no less inveterate is the disillusion 
of their overthrow. In the face of this overthrow, the insist- 
ence upon new doctrines for old is a wilful reaffirmation of a 
permanence which isn’t there. This is the static illusion con- 
cerning life. 

Without the illusion, Mr. Counts suggests, our life would 
have no direction, would go nowhere but round and round 
ina circle. But that is a false antithesis. The true one is not 
between having a direction and moving in a circle, but be- 
tween stepping a treadmill and changing one’s place. The 
faithful, the indoctrinated, are men chained to a treadmill. 
Aman ona treadmill indubitably has direction, but he isn’t 
getting anywhere; he has direction, but he has nothing else. 
And has this been less the case with the faithful common 
Christian man or Hindu man of history than with the common 


- workingman of our own times? Changing place may, indeed, 


be nothing more than going around in circles—but, after all, 
isn’t that what the sun and the stars and the earth do, what 
the seasons do, and hasn’t the spirit of man made the circle the 
symbol of perfection? Not that a straight line or a parabola 
might not be a pleasant change. 

However, a truce to analogizing. A doctrine is a fixation. 
It defines a stopping place and sets a terminus ad quem. It 
imposes a standard with respect to which men, things, and 
events fall into preordained categories of good and evil. 
Whether the doctrine be the ““American dream,” the Christian 
scheme of salvation, the Fascist hierarchy, the Hitlerite sadist- 
ocracy, or the salvational drama of materialist dialectic—to 
mention only a few among the alternative candidates for a 
monopoly of orthodoxy—it can be final, indefeasible, infallibly 


[10] 


efficacious only to hearts at least as sentimental and heads at 
least as romantic as those that stake their country’s salvation 
on progressive education. Faith in such indoctrinations ye 
possible only at the price of a certain blindness to the actual 
dynamics of learning and to the living processes of En 
in schools and out. 

With the mood, with the aspiration, which animates this 
faith I have no quarrel. No matter what has stirred the former 
into life, it will, in the manner of moods and aspirations, make 
its natural progression through increase, fulness, diminution, 
and exhaustion. But the faith which it for the moment sus- 
tains, the theory of life, the philosophy and program of social 
change, has another standing. It enters the lists of time, ex- 
perience, and reason and undergoes their challenge. They 
repudiate and reject it, and they repudiate and reject it pre- 
cisely because its essence is an absolutism which only a de- 
ficiency in the sense of history, which is the soul of the sense 
of humor, permits. 

Without this deficiency, the judgment upon the principles 
and practices of progressive education could hardly have been 
so challengingly bitter, so brilliantly intolerant. Without it 
there could not have been the easy assumption that the cur- 
rent conventions about the relations between the individual 
and society, between human values and economic motives, 
and between competition and solidarity are enduring truths. 
Without this deficiency, indoctrination could hardly have 
been canonized. 


5. THE “PACTS” ONE WILLS TO BELIEVE IN 


Let me elaborate the foregoing observation a little. For 
the moment I pass by the remarks on the ideals and imple- 
ments of the educational progressives. They are conclusions 
to which the other remarks are premises, and I will deal with 
them in due course. 

I turn first to “the underlying facts of life’? which Mr. 
Counts insists we should defer to. And so we should, and do; 
but do we not choose which facts shall be underlying? There 
exists no general and widespread agreement as to which are 
so. Each sect, each party, each cult, selects for itself the facts 
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it ordains to be “underlying’’; and even members of the same 
sect—‘‘scientific’”” economists for example—do not aftain a 
consensus. Nobody with a sense of the past would venture to 
assume that even unanimity—such as the thirteenth century 
is curiously presumed to be glorious for—is more than an epi- 
sodic convention, or fashion, of thought and sentiment which 
alters with the generations. 

The most received of the conventions of our own day evalu- 
ates the economic facts as the caine ier ones. It expresses 





ahead of men, eee classes instead of P eaividualss and it deal 
with aggregates and totalities as if they were living organisms 
whose members are the social classes in which men and women 
live and move like cells. SOCIETY, written with capitals, 
looms, a homogeneous force independent and apart from the 
living individuals who compose it and who are actually its 
life, and the life of the works and thoughts left over, like 
abandoned shells of snails and crabs, from past generations. 
This society is made subject of a theory of “social welfare” as 
if that could be quite another thing than the aggregate of dis- 
tributive personal well-being. The conception of human good 
is made slavish and secondary. “There can be,” affirms Mr. 
Counts, “no good individual apart from some conception of 
the character of the good society.” And, unless misread him 
violently, this good society must be a collectivity, somehow 
distinct from and independent of the diverse individuals 
whose coming together in diverse ways compose it. And he 
chooses one doctrine regarding this collectivity—the socialist 
or communist—to champion. He rejects others, such as the 
fascist or nazi-or capitalist. 

Now to me, all these notions are the underlying //usions of 
modern life, not the underlying facts. The underlying facts 
are individuals, each inside his own skin, and never with the 
best-wit-in-the=world; able to get inside anybody else’s skin. 
Whatever his faith or his professions, his attitudes or his prac- 
tices, each individual to himself counts as one, and uniquely 
one, ner by hina untae or mistaken for aay oer 

&7 He'may rule the other or serve him, but he will not e him 
[12] 


To realize this is to realize the fact which underlies all the 
other facts of life. Recall an epigram of William Watson’s: 
Momentous to himself as I to me 
Hath each man been that woman ever bore; 
Once in a lightning flash of sympathy 
I fe/t this truth, an instant, and no more. 


It is this felt truth, intellectualized, which inspired “the 
American dream,” and its typical statement, in the Declara- 
tion of Independence, seems far more expressive of the under- 
lying facts of life than the current conventions of theory and 


Or ) 
practice which are nullifying it. For the Declaration affir eclaration affitins 7 


the equality without sameness of all indivi oie cae it acknowl 
edges that each is a distinct and unique seat of values; it it pro- 
claims that there can_be no good society apart from the char- c 
acter of the good individual. But the Declaration doesn’t pre- 
sume to prescribe what the good i individual shall hgh 
For it recognizes that to himself and in himself each and 
every man is good, and only good. He is the ultimate con- 
sumer. It is when he is taken instrumentally that he may be 
bad as well as good. And he can be taken instrumentally only 
through his relations to other individuals, only socially, asso- 
ciatively. So taken, he becomes a citizen, a churchman, a 
teacher, a pupil, an athlete, a financier, or a worker, and lives 
under government, religion, and the other institutions which 
compose society. Each and every one of those derives its just 
powers from the consent of the individuals by and for and in 
whose lives it is maintained, and of whose lives it is an expres- 
sion. None, as an association, is an end; all are tools. And 


ye 


their vali iddtion depends on wh canner they accomplish as tools fors\s 


the life, liberty;-and-happiness of the individuals who main- 


tain them. 


6. HOW CONFLICT AND COMPETITION ARE EXPLOITED FOR 
THE BENEFIT OF COMMUNIST AND OTHER 
TOTALITARIAN SYSTEMS 


Each time a social establishment is challenged and its pre- 
vailing doctrine rejected for another, as by Mr. Counts and 
so many other thoughtful and devoted Americans, the theory 
that government depends on the consent of the governed is 
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made objective; the theory that justification depends on 
function, not form, is put to the experimental test; the pri- 
macy which in living experience cannot be alienated ‘from the 
individual is invoked. To himself the individual is equal with 
others only in status and existence, not nature or function; he 
is not interchangeable with others, like a machine part or a 
money token. Consequently, his relations with others do not 
have to be inevitably friendly or inevitably competitive, but 
are now the one and now the other as time, place, and circum- 
stances make desirable or necessary. 

Conflict and competition are no more dispensable than har- 
mony and co-operation in these associative contacts. Does 
not the all-highest Stalin himself describe competition as “the 
Communist method of building socialism on the basis of max- 
imum activity of millions of workers”? Does he not call it 
“the drive for the initiative of the masses,’’ meaning the sep- 
arate and distinct initiative of each member of “the masses’’? 
And has not Lenin described socialism as creating the possibil- 
ity of applying competition “on a really wide mass scale, of 
really drawing the vast majority of toilers into a sphere of 
such work in which they can develop their abilities, display 
their talents, which are still an untapped source in the nation 
and which capitalism trampled on, crushed and strangled by 
thousands and millions... .”? Sanctifying competition by 
the attribute “socialist’’ and the formula “mass scale’’ does 
not alter its nature. It only rationalizes a living relation be- 
tween individuals and associations of individuals in exactly 
the same way as the adjective “Christian” rationalized the 
privileged position of “‘gentleman.” The use of epithet in this 
manner accomplishes a sort of reconciliation between doc- 
trines contrary to experience with the realities of experience. 
Dreams do the same thing. Nobody who is aware of the 
tragi-comedies of industrial management? in Russia will have 
delusions about the realities of the competitive life there. The 
communist doctrine may make the intensities of this life more 
endurable, but it works precisely as Marx said religions work, 
as the opiate of the people. 


3 See especially the case records in Socialist Competition of the Masses, by E. 
Mikulina, with a Preface by J. Stalin (Moscow: Cooperative Publishing Society of 
Foreign Workers in U.S.S.R., 1932). 
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Indeed, present-day Russia provides a communist, as his- 
toric Europe provided a Christian, demonstration of the 
ironies inherent in purposive indoctrination. The contrasts 
between Christian professions and Christian practices have 
been commonplaces among all the pious scolds of Christian 
history. But there has not yet been time for the sense of 
humor to take note of the romantic idealism whose é/an drives 
indoctrinated dialectical materialists into compelling the 
Russian masses to deprive themselves today of food, clothing, 
shelter, and the satisfaction of other material needs, for the 
sake of an immaterial vision of an ambiguous future according 
to hopes five years away, and according to possibilities, fifty. 
It is still too soon for the ironist to incorporate into the tradi- 


4 Recent Soviet legislation regarding the teaching of history reported by the 
Moscow Pravda of May 16, 1934, repeats the modifications Sunday schools have found 
it necessary to make in Christian teaching. The “Marxist understanding of history,” 
no less than the Christian, has to be adjusted to the limitations of the human mind. 
Says the Pravda: 

“The Council of People’s Commissaries of the Union of Socialist Soviet Republics 
and the Central Committee of the Communist Party note that the teaching of his- 
tory in the schools of the Soviet Union is being handled unsatisfactorily. Both the 
textbooks and the instruction have an abstract, schematic character. Instead of the 
teaching of history in a lively, interesting form, by presenting the most important 
events and facts in their chronological sequence, with characterizations of historical 
leaders—the students are offered abstract definitions of social-economic formulations, 
thus replacing a connected account of history by abstract sociological schemas. 

“The absolute condition for the effective acquisition by students of a knowledge 
of history, is the observing of the historical-chronological sequence in the presenta- 
tion of historical events, with the definite fixing in the memories of the students of 
important historical facts, historical figures and dates. Only such a presentation can 
guarantee access to, and a clear and concrete sense of, historical material. Such an 
access alone makes possible proper understanding and correct generalization of his- 
torical events, leading the student to a Marxist understanding of history. 

“Therefore, the Council of People’s Commissaries and the Central Committée of 
the Communist Party decree: 

(1) To prepare, by June, 1935, the following new textbooks on history: 

a) History of the Ancient World 

4) History of the Middle Ages 

c) Modern History 

d) History of the Union of Socialist Soviet Republics 
(2) To appoint the following committees to prepare the new textbooks: 

yen, Se ar ee 
(3) In order to prepare properly qualified specialists in history, to re-establish, from 

September 1, 1934, the Faculties of History in the Moscow and Leningrad Uni- 

versities, with a yearly contingent of 150 students each, the period of instruction 

being set at five years.” 
(Signed by Molotov and Stalin) 
[Translated by Samuel N. Harper, June 2, 1934] 
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tion of classic laughter the hot effort of devout economic de- 
terminists to nullify the working of the sacred laws of eco- 
nomic determinism upon the unholy and obstinate individuals 
who compose their cherished masses, by requiring them to 
make very present economic sacrifice that the communist 
state may make future economic gains. Non-economic, in- 
deed anti-economic, determination in the individual is called 
upon to validate economic determinism in the Soviet. And, 
even so, the true believers are not free from heretical contami- 
nation. Periodically the Communist Party must undergo pur- 
gation at the hands of its leaders. An infallible church jealous 
for its dogmas or a capitalist state at war could require noth- 
ing more of its subjects. 

With nazi Germany and fascist Italy the irony is even more 
complete. 


7. ON THE COMPENSATORY ROLE OF DOCTRINES 


Capitalist, or communist, or what you will, imposed doc- 
trines which stigmatize their alternatives and competitors 
as heresies to repress instead of theories to test generate 
the twistings, the turnings, the paradoxes, hypocrisies, and 
evasions of conduct that history keeps familiar. And this is 
enough to indicate whence spins the very fabric of the illusion 
concerning indoctrination. 

Was it really needful to labor the point, even to progres- 
sives in education, that indoctrination is universal and en- 
demic? Was it not largely their sensitiveness to this obvious 
historic condition which made progressives of them? The 
protagonists of progressive education had the record in mind. 
They noted how, in each land, in each age, certain doctrines, 
rationalizing certain passions, insuring and certifying the se- 
curity of certain types of vested interest, were imposed by 
force majeure and maintained and transmitted by education. 
They noted how contrary passions and opposed interests pro- 
jected and perfected their own doctrines; how they struggled 
not merely to survive but to rule. They noted that for the 
most part these competitors were exterminated, but that 
those which survived without victory established themselves 
as going concerns within the environment of their alterna- 
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tives and rivals. The relations between them were first a sort 
of armed watchfulness, which is the initial moment of tolera- 
tion. Then they became that mixture of conflict and co-opera- 
tion which the politicians know as balance of power. Later the 
relationships became a sort of mutuality, a federative co-oper- 
ation, expressible in the formula “Live and let live,” even 
“Live and help live.” 

The doctrines of the Christian sects provide an eminent in- 
stance of this progression. Beginning as a loose syncretic 
union of the cult-ideas of antiquity with aspects of the Judaistic 
myth, Christian doctrine was standardized, declared infalli- 
ble, unique, and holy, and imposed upon the masses and 
classes of Europe by force, by fraud, by considerations of ad- 
vantage, and most particularly by control of the schools. 
Nevertheless, the unity and universality of this doctrine were 
never complete and always precarious. It lost most of its 
force when it was deprived of material coercive power. To- 
day, Christian doctrine is diversified, plural, regional, and 
optative, and in the United States its sectaries live in a loose- 
ly co-operative confederation. Regarding the intent and 
meaning of its fundamental vehicle, the Gospels, there exists 
a widespread consensus. Hardly a European child grows up 
without having been indoctrinated therein; hardly any Ameri- 
can Christian will fail to affirm the congruity of the Gospels’ 
social dicta with “the American dream.” Yet, save sporadi- 
cally, the doctrines of the Gospels never went over into ways 
of life. They prevail as ways of talking. 

And does not the same thing hold also of the “American 
dream’? What does the “great American school system”’ ac- 
complish more than the thorough and systematic indoctrina- 
tion of all the country’s children in this right doctrine con- 
cerning the nation? Has not America, whose other name is 
opportunity, where every man is as good as his betters, and 
every boy may be president or even bank president, been set 
in the place of both God the Father and God the Son? And 
has not the school taken away the functions of the church? 
Have not the schoolma’ams been required to take on the 
walks and ways of the dominies? Observers like H. G. Wells 
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long ago admired and glorified the utter sureness of indoc- 
trination in the “American dream” which American schools 
accomplish. In sad truth, then, if there were any salvation in 
indoctrination, Mr. Counts’s eloquent and moving plea for a 
heresy to combat and to transform the national orthodoxy 
should have béen superfluous. 

That the plea is so far from superfluous bears witness how 
illusory must be any hope of help from indoctrination. The 
doctrines which compose the “American dream” serve, like 
those which compose the Christian or the communist dream, 
as compensations in idea for the harshness, the pang, and the 
misery of events in experience. These doctrines do not de- 
scribe, they contradict the facts. And they contradict the 
facts because they are habits of talking, not habits of living. 
Living is always in the present. It consists in the present and 
enduring consciousness we have of our total reaction to the 
world in which we move and have our being. Living is “the 
facts” in their fulness, all the events which we enact and suf- 
fer as we enact and suffer them, moment to moment and year 
to year. Talking, on the other hand, in so far as it involves 
meanings, looks away from the present, to the past, and to the 
future. 

Compensatory with respect to the present, the le ways of 
talking we call doctrines are presumed to work as imaginative 
realizations of the past and as programs for the perceptual ac- 
tualizations of the future. But their dynamic bearings, wheth- 
er as imaginative realizations or perceptual actualizations, can 
never be anything but present. Thus, the present function of 
any doctrine is essentially religious: to console us for present 
trouble with past glories and future hopes. Review the reces- 
sional of doctrines imposed upon the generations, and by the 
generations thrown off, and you will see only too clearly with 
what ease and smoothness indoctrination, obscuring and dis- 
torting techniques of life by habits of talk, falsifies the actual 
and defeats life’s ends. Beside the actualities of present experi- 
ence, doctrines-show themselves too much tike-imaginative 

— Jies about the past-and false hopes about the future. 
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8. INDOCTRINATION TO END INDOCTRINATIONS 


I will not say that all the protagonists of progressive educa- 
tion had in mind considerations such as the foregoing. I know 
that some did, notably, of course, John Dewey. Doctrines, 
those men and women felt, have, as such, been the material 
of education long enough; it is time to try another material. 
Suppose that you do adopt another language for the ““Ameri- 
can dream,” that of Marx or that of Mussolini or that of 
Hitler, what then? You simply go on repeating the past in the 
present; you bring in no new and truly alterative efficacy. To 
do this you require vital energy, implemented and directed; 
and doctrines are verbal habits, not implemented energies. 
Doctrines divert energy; they do not employ it. The evils 
which indoctrination produces are not to be evaded by a turn 
from one doctrine to its opposite. That is too much like in- 
suring peace by means of competitive armament. Perhaps the 
protagonists of progressive education were also deluded. Cer- 
tainly all the softness of their characters and disciplines, all 
the errors of their works and ways, are clear enough. Cer- 
tainly they are not to be condoned. But neither is their cour- 
age to break with the past to be deprecated, nor is their brave 
and thankless endeavor to seek in education a new way to 
be minimized. At least they did not stake their educational 
all upon a delusory foregone conclusion. At least they did not 
seek merely to inculcate doctrine, and they did seek to de- 
velop and strengthen intelligence. 

There are certain commonplaces concerning intelligence 
which we must not weary of repeating. They have a very sig- 
nificant bearing on indoctrination. Intelligence is possible 
only in a world which is plural, diversified, competitive, and 
changing. It is an activity which fuses the recognition of these 
traits with discernment of the variety and direction of their 
dynamic trends, and with a choosing from among the alterna- 
tives these present. To intelligence, the grammar of assent is 
repugnant.® Intelligence is born in doubt, it grows by inquiry, 

5 It is somewhat disillusioning to find the Ca// urging teachers also to insist upon 
academic freedom (p. 24). The position is too near the Augustinian: I am right and 


you are wrong. When you are in power it is your duty to tolerate me because I am right. 
When I am in power it is my duty to persecute you because you are wrong. 
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discrimination, selection, and testing. To intelligence a doc- 
trine is not a “truth” to rest in but a theory to work with, a 
tool justified not by what it is made of, or by how it looks, or 
by how it sounds, but by what it accomplishes. To prize doc- 
trine on any other grounds is to practice hypostasis of the in- 
strument, to turn the tool into an idol, as churches and states 
and schools persist in doing. Indeed, to prize it on any other 
grounds is to abort actuality, it is to make the end into a 
means, the means into an end. It is to confirm that man is 
made for the Sabbath or for the church, for the state, for what- 
ever institution. It is to affirm the conventional lie that indi- 
viduals exist for “‘society,”’ not for themselves and each other. 

I say conventional lie. Because the actualities of human 
life are first and last human individuals. Whether in their 
diversity and multitude as they should be, or in some always 
precariously privileged few, individuals are the seats of value, 
the immanent ends for whose sake the institutions and estab- 
lishments of society are set up, altered, or pulled down. To 
himself, each man is, as he lives his life from birth to death, 
with all the expansions and contractions, selfishnesses and 
generosities that living a life involves, his own end; he can 
have no other because he can be no other; and the manifold 
world around him of thoughts and things and people takes 
meaning and value by their diverse bearings on his personal- 
ity.° This personality is set, willy-nilly, by the changing struc- 

6 As one of the pioneers of progressive education summed up her experience of 
nearly a quarter of a century (Caroline Pratt, “As to Indoctrination,” Progressive 
Education, January-February, 1934): “In analyzing what they wanted for their 
children, many progressive teachers found that the aims for a rational adult society 
were not very different from those for children. That is, in both cases, the effort was 
to order the social element so that it should contribute to the objectives of the indi- 
vidual. The individual has to be socialized in order not to stand in his own way..... 
It is demonstrated that the psychology of the individual child is the main thing which 
stands in the way of his getting what he needs in pursuing his own small life—either 
his psychology or that of his playmates. Most of the individuals tend to defeat their 
own ends. Individual learning is stalled by individual frustrations. These inhibitions 
and frustrations become of first importance. A child whose main purpose is to corral 
all the material and do nothing with it is primarily an inhibited or frustrated person. 
He can be released from his frustration only by being led to see the great possibilities 
of using the materials. (It is interesting to note that what is regarded as a ‘vice’ ina 
child is a ‘virtue’ in the business world of today.) Children have to learn how to get 


along with each other, first to attain their own ends, and finally because there is a 
reward in having friendly relations with one’s peers, or, on the other hand, in fighting 
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ture of nature and the conduct of men outside of and over 
against its world—his own self, distinguished from all others. 
Merely to exist consists in constant choosing from the multi- 
tudinous alternatives which compose the world, as even Mr. 
Counts chooses indoctrination in communism and rejects 
fascism, nazism, and freedom. This continuous choosing, its 
ways, directions, patterns, comprises the dynamic essence of 
each individual’s personality. According to its range, scope, 
intensity, and variations, he is of great intelligence or small, 
rich in human quality or poor. 

Obviously, any individual’s failure or success, the stunting 
of his life or its growth into diversified abundance, must de- 
pend far more on his methods of choosing than on the mate- 
rials he chooses from. Doctrines, though sometimes methods 
of choice, are first and last materials chosen from. If indoc- 
trination is inescapable—and it is, since a man must believe 
in something if he is to be a man at all—it had best be an in- 
doctrination in the relativity and contingency of all doctrines, 
in their dependence on choice and experience, and in the proc- 
ess and pattern of choosing which we call intelligence.? Be- 
cause of the very nature of choice and intelligence, indoctrina- 
tion in doctrines must be more than the setting up of a habit 
of talking; it cannot be accomplished save through the devel- 


what is disapproved. Freedom has come to have a new meaning. It begins to mean 
freedom from themselves as well as from the domination of others. .. . . 

“The schemes for the remaking of society are studied... .. This is enough for 
children to know. After all, the problem is not theirs. They can do nothing but talk, 
and this is time thrown away. Besides, by the experimental method, the work at each 
stage of development is finished when the children have acquired the power to think. 
No one should tell them what to think. Having constantly been brought up against 
situations for their solution, and having solved their own problems, it is fair to assume 
that they will continue to do this when the problem is theirs to solve. 

“The danger of taking any other attitude is very great. I am not unfamiliar with 
young, very young communists. Often these boys and girls are thwarted children 
who have not made their way with their peers, and they are as badly placed in adult 
operations as they have found themselves to be in childish and youthful ones. Their 
frustrations only will become greater under conditions with which they are still less 
able to cope. It also seems that adult society would yield to the experimental meth- 
A ete! % 


7 The problem is not a problem of faith, primarily, but a problem of doubt. People 
believe readily enough and can be taught anything by anybody who knows the tech- 
nique. What is difficult to teach them is to doubt. Doubt is the beginning of intelli- 
gence, and therefore of salvation. 
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opment of habits of doing. In the sciences we have the best 
exemplars how competence comes to men who are committed 
to no dogmas about things, and whose only dogmas concern 
the procedures by whose means dogmas may be tested. In- 
doctrination in the method of the sciences, their extension as 
a way of life and not a way of talking, could still be called in- 
doctrination, but it would be an indoctrination that might 
truly save. For it would be indoctrination in a way by which 
the validity of doctrines could be tested. 

The very argument that Mr. Counts uses to justify indoc- 
trination as an alternative to the methods now prevailing in 
the progressive schools assumes what it denies. For he could 
not argue at all unless he believed that progressive educators 
are not so indoctrinated in progressivism as to be unable to 
compare, to discriminate, and to choose between what they 
have and what he offers. 

And was it not this very ability which initiated and now 
maintains the progressive movement in education? What 
started the movement if not the recognition that indoctrina- 
tion has been futile to make men righteous, and strong only 
to make them self-righteous? If the progressives’ current al- 
ternatives to indoctrination are deficient in technique, is that 
beyond correction? I do not think so. I see them as conse- 
quences of the fact that those responsible for the theory and 
practice of progressive education were deeply sensible of that 
which they were seeking. The freedom they established, 
hence, has been by and large a negative freedom, and it does 
not, as I have shown elsewhere, succeed in immunizing its 
young against contagion from the prevailing mores.® It is true 
that young people from progressive schools make the impres- 
sion of passing swiftly out of pedagogic anarchy into social 
conformity. But I do not see that this need continue. Indeed, 
even if the champions and protagonists of progressive educa- 
tion want it to, it cannot. The progressive system will be com- 
pelled to move either into the indoctrination of the “American 
dream” transformed by Marxism or fascism or into indoctrin- 
ation of the religion of freedom as the sciences practice free- 


8H. M. Kallen, “Educational Ideals and Their Distortion by Society,” in The 
Child’s Emotions (Chicago: University of Chicago Press, 1930). 


[22] 


dom. The latter alone could develop into the practice of the 
life of reason. Its dominant emotion would be courage, the 
courage to face alternatives, without prejudice to discriminate 
their natures, to imagine their possible consequences, and 
then to choose between them and to risk the future on the 
choice. 

Indoctrination so directed has its roots in the original na- 
ture of man. Unlike indoctrination in doctrines, it is capable 
of growing thence into an art of life which does not violate 
but fulfils the human spirit. 
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INTRODUCTION BY THE EDITOR 


The history and character of this pamphlet are described 
in the Preface by Professor Quincy Wright. 

This is the fourteenth of a series of Public Policy Pamphlets 
which the University of Chicago Press is publishing. Fre- 
quently the scholarly journals give no attention at all to prob- 
lems that have an acute public interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable service by making 
available to the public whatever special training and informa- 
tion it may have at its disposal. The continuation of such a 
series will, of course, depend upon its reception by the public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 

Harry D. GIDEONSE 


November 1, 1934 
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PREFACE 


This memorandum, prepared by certain members of the 
Faculty of the University of Chicago, presents a foreign policy 
for the United States intended to secure greater international 
stability. Distrust and fear are evident in many nations. 
Attitudes in the United States are divided and conflicting. 
Foreign policy is viewed from different angles by different 
people. What is needed is a long-time view of an integrated 
comprehensive policy, evaluated in terms of the many factors 
involved. This memorandum presents a system for such a 
policy. 

The University of Chicago was presented in 1923 with a 
trust fund for “the promotion of a better understanding on 
the part of American citizens of the other peoples of the world, 
thus establishing a basis for improved international relations 
and a more enlightened world-order.” This fund, known as 
the Norman Wait Harris Memorial Foundation, is adminis- 
tered by a faculty committee consisting of Quincy Wright, 
Professor of International Law, chairman; Ellsworth Faris, 
Professor of Sociology; Harry D. Gideonse, Associate Profes- 
sor of Economics; Samuel N. Harper, Professor of Russian 
Language and Institutions; Harley F. MacNair, Professor of 
Far Eastern History and Institutions; William F. Ogburn, 
Professor of Sociology; Donald Slesinger, Professor of Law, 
Associate Dean of the Division of the Social Sciences; Berna- 
dotte E. Schmitt, Professor of Modern History; Fred L. 
Schuman, Assistant Professor of Political Science; Griffith 
Taylor, Professor of Geography. 

For ten years this Foundation has held an annual Institute 
at the University of Chicago on some phase of international 
relations. These Institutes have usually lasted for two or three 
weeks and have consisted of round-table discussions and pub- 
lic lectures. The first Institute, held in the summer of 1924, 
centered about the problems of European reconstruction. 
Subsequent Institutes have dealt with the problems of the 
Far East, of Mexico, of the British Empire, of foreign invest- 
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ments, of population, of American foreign policy, of unem- 
ployment, of monetary stabilization, and of public opinion in 
world-politics. 

For the year 1934 it was decided to proceed in a different 
manner. Instead of inviting qualified experts, foreign and 
American, to discuss some contemporary international prob- 
lem, the committee itself attempted in a series of meetings 
during the winter and spring of 1934 to prepare a statement 
on American foreign policy in the present world-crisis. For 
this work the ten previous Institutes under the Foundation, 
which had been attended by most of the members of the com- 
mittee, provided invaluable material. Particularly the round- 
table discussions and lectures of the Seventh Institute in 1930 
on American foreign policy were drawn upon. The primary 
drafting of the present memorandum was undertaken by the 
writer of this Preface, but all of the members of the committee 
participated in subsequent discussions, and as the work pro- 
gressed it became a genuinely composite draft. Important ad- 
vice was also obtained with respect to certain articles from 
other members of the staff of the University of Chicago. The 
articles dealing with economic matters in their then stage of 
development were presented in a public hearing on April 2, 
1934, to the Commission of Inquiry on National Policy in 
International Economic Relations, under the chairmanship 
of President Robert M. Hutchins. 

The responsibility for the present memorandum, however, 
is confined entirely to those whose names are signed to it. 
The Harris Foundation made possible the discussions and the 
publication of the results, but neither the Foundation nor the 
committee in charge of it as a collective body is responsible 
for the memorandum. The Foundation is intended, as pre- 
viously noted, “‘to establish a basis for improved international 
relations and a more enlightened world order” and it was 
especially stated that “the aim shall always be to give accu- 
rate information, not to propagate opinion.” It is believed 
that the publication of a memorandum stating the views of an 
expert group upon foreign policy is within this purpose. On 
one other occasion the Harris Foundation has facilitated the 
preparation of a memorandum proposing measures of prac- 
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tical policy. This was in 1932, when, in connection with the 
Ninth Institute on “Gold and Monetary Stabilization,” a 
memorandum was prepared on this subject and signed by 
twenty-four of the economists present (see Gold and Monetary 
Stabilization, “Lectures on the Harris Foundation,” 1932, 
pp. 161 ff.). 

The committee has become thoroughly aware in the course 
of its discussions of the difficulty of giving due consideration 
to all the numerous aspects of foreign policy. To simplify its 
task, it has emphasized long-run rather than short-run poli- 
cies. It is in this aspect of policy that social scientists and 
historians can probably make their most effective contribu- 
tion. The officials in direct charge of foreign policy are in 
close touch with the current situation and current attitudes 
and are responsible for adapting means to ends in meeting 
day-to-day problems. But for determining the objectives and 
the long-run consequences of policy, students of history, poli- 
tics, and economics may be able to make suggestions of some 
value. It is with this hope that the present memorandum is 
published. 

Quincy WricHT 
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I. INTRODUCTION 


Through much of its history the United States has had a 
measure of geographical isolation which has minimized the 
danger of external attack. Its vast undeveloped West has 
turned public attention toward internal development rather 
than toward foreign policy. Its population has been recruited 
from different peoples whose varied ancestral attachments 
might cause internal dissension if foreign politics came to the 
front. Its constitutional system of checks and balances has 
made the rapid adjustment of foreign policy difficult in nor- 
mal] times. These conditions have given an abnormal impor- 
tance both in public opinion and in official action to traditions 
of foreign policy formulated early in American history by the 
constitutional fathers, especially by Washington, Jefferson, 
Madison, Monroe, and the Adamses. These men, in forming 
the new state, were continually involved in foreign politics 
and vigorously enunciated the results of their experience. 
Their successors, with attention ordinarily upon other prob- 
lems, have tended to accept their conclusions without recon- 
sideration. To do so was not dangerous so long as conditions 
made foreign politics relatively unimportant. To do anything 
else would have been exceedingly difficult from the political 
point of view, especially after the traditions had acquired a 
symbolic value in public opinion. 

Among these early traditions was the avoidance of alliances 
with European powers, the abstention from general political 
consultation with those powers, and the maintenance of neu- 
trality in European wars through observance of a legalistic 
conception of neutral rights and obligations. 

Distinguished from these policies relating to European 
politics, associated with Washington’s “Farewell Address,” 
were policies associated with President Monroe’s message of 
1823, objecting to the extension of the territory or political 
influence of non-American powers in the Western Hemi- 
sphere, objecting to the transfer of possessions in the Western 
Hemisphere from one European power to another, and favor- 
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ing a solidarity of the American states to defend these prin- 
ciples. 

Distinctive policies having thus been formulated with ref- 
erence to two great regions, Europe to the east and Latin 
America to the south of the United States, a generation passed 
before policies with reference to the remaining two great re- 
gions began to assume distinctiveness. With respect to Cana- 
da the policies of disarming the frontier, arbitration of boun- 
daries, and reciprocal commercial relations manifested in the 
treaties after the War of 1812 were affirmed in the treaties of 
the 1840’s, which finally settled the northern boundary of the 
United States by amicable methods. The fact, however, that 
Canada meant Great Britain and that Great Britain was a 
European power with which we had controversies relating to 
other parts of the world prevented our Canadian policy from 
acquiring the traditional character of the “Farewell Address” 
and the Monroe Doctrine. General Anglo-American relations 
have pursued an oscillating course of amity and hostility. At 
the peak of each cycle alliance has been considered. At the 
bottom war has occurred or relations have been strained. The 
trend, however, has been toward friendly co-operation based 
upon mutual acceptance of the Canadian-American relations 
mentioned, British toleration of the Monroe Doctrine and of 
the priority of American interests in the New World, Ameri- 
can toleration of the new status of the Dominions, and of es- 
tablished British imperial interests, and maintenance of naval 
equality, both in treaties and in ships. 

With respect to the Far East the United States adopted a 
policy when political relations began to be established with 
China by the Western powers after the Anglo-Chinese war of 
1839-42. This policy insisted in general upon the opportunity 
to trade with Far Eastern countries, upon commercial and 
extraterritorial rights equal to those of other occidental coun- 
tries, and upon the territorial and administrative integrity of 
China. The policy of the “Open Door” was restated in the 
Hay notes of 1899 and 1900, and more recently in the Wash- 
ington treaties of 1922. In the latter, the maintenance of the 
territorial and administrative integrity of China, first men- 
tioned in the negotiations during the Boxer Insurrection, 
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was especially emphasized. The method of carrying out these 
principles has varied greatly. Sometimes the United States 
has co-operated with the European powers, sometimes it has 
negotiated with the oriental powers, and sometimes it has 
acted wholly independently. The difficulty of co-operating 
politically with the European powers in regard to Far Eastern 
problems while refusing to do so in regard to European prob- 
lems has always been apparent. 

While these regional traditions were developing, the United 
States was establishing two other types of traditions relating 
respectively to general international questions and to domes- 
tic questions. With all countries and all regions the early 
statesmen had established the policy of immediately recog- 
nizing de facto political changes, of basing relations, whether 
in peace or war, upon general international law, and of favor- 
ing arbitration as a suitable mode for the settlement of inter- 
national controversies. At a later period, when attention was 
directed to development of the West and political leadership 
tended to pass from the executive to Congress, the latter 
sought to maintain that certain topics, especially the tariff, 
immigration, and naturalization, were domestic in character 
and should be excluded from diplomatic negotiation and exec- 
utive control, however much their regulation might affect the 
interests of foreign states. 

As the West filled up; as commercial, cultural, and financial 
contacts with Europe and Asia increased with the extension 
of communication and transportation in the late nineteenth 
century; as the relative power of the United States aug- 
mented; inconsistencies between these various sets of regional, 
general, and domestic policies began to emerge. These incon- 
sistencies became especially manifest after the turn of the 
century. The United States embarked upon a program of 
overseas imperialism, especially in the Caribbean and the Far 
East. The program of naval development, begun in the 1880’s, 
was extended as a result of these new responsibilities. A more 
positive Far Eastern policy was also announced. An idealistic 
program of arbitration and disarmament was promoted at the 
Hague Conference. A more aggressive executive leadership, es- 
pecially in foreign policy, was begun under Theodore Roosevelt. 
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Effective collaboration with European powers in the Far 
East required the United States to involve itself in European 
politics. President Theodore Roosevelt’s official initiative 
brought the Russo-Japanese War (1904-5) to an end, but it 
soon appeared that Japan and Russia, supported by their re- 
spective allies, Great Britain and France, were dividing Man- 
churia into spheres of interest. President Roosevelt collabo- 
rated with Germany in support of the open door in China. 
To do so, however, he found it advisable to discuss not only 
with Germany but with other powers the general problems of 
world-politics. It is therefore not surprising to find him taking 
the initiative at Algeciras (1906) in settling the Moroccan 
question and at the second Hague Conference (1907) in dis- 
cussing disarmament and arbitration. Presidents Taft and 
Wilson also labored diligently to relieve European tension be- 
fore the World War by authorizing discussions on disarma- 
ment. 

With the new methods of exercising political influence 
through finance and intervention, the Monroe Doctrine 
seemed to require a more positive supervision of delinquent 
South American governments by the United States to prevent 
European intervention. Exercise of such a “police power,” re- 
lated to the Monroe Doctrine by the “Roosevelt corollary,” 
seemed to South American states inconsistent with American 
professions of the equality of states under international law, 
and of Pan-American solidarity. To Japan this policy seemed 
inconsistent with American action in objecting to the estab- 
lishment by Japan of a parallel to the Monroe Doctrine with 
a similar corollary in the Far East. 

The propaganda of the League to Enforce Peace during the 
World War, the failure of the policy of legal neutrality to keep 
the United States out of the war, the emergence of the United 
States from the war as the world’s greatest financial power 
and potentially the world’s greatest military power seemed 
to have ended most of these traditional policies entirely. 
With these experiences freshly in mind, the American people 
thought of themselves as anything but isolated. They were 
ready to agree that the world could no longer be treated 
regionally because all states and peoples were to be equally 
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protected under the League of Nations, that all must col- 
laborate through the League to prevent war, that armaments 
must be diminished and the policy of neutrality abandoned, 
that human welfare must be furthered by international legis- 
lation produced in conferences dealing with labor, commerce, 
communication, health, etc. 

However, the traditions could not be so rapidly forgotten 
and came to be used for partisan purposes during the inevita- 
ble reaction after the war. President Wilson was first com- 
pelled to have the League Covenant amended so as to exclude 
domestic questions and the Monroe Doctrine from the 
League’s competence. The Senate reserved all obligations of 
the United States with respect to military sanctions and then 
rejected the Covenant altogether. But when the victorious 
defenders of the traditional policies attempted to apply them 
in the post-war world they had little success. The conditions 
which had rendered the application of these traditions diffi- 
cult in the pre-war period were multiplied, and the United 
States steadily increased its participation in European politi- 
cal conferences, reduced its opposition to the League’s inter- 
vention in Latin-American disputes, diminished its efforts to 
play a lone hand in the Far East, and modified its policies of 
promptly recognizing de facto states and governments and of 
intervening in the Caribbean to preserve order. The tradi- 
tional policies became so qualified by new practices that they 
no longer served as guides. Leadership was lacking as a re- 
sult of the interminable dissension between the President and 
the Senate. The Department of State and the foreign service 
steadily increased their technical efficiency, although Con- 
gress gave them wholly inadequate appropriations, but policy 
lacked general co-ordination and a sense of the relative im- 
portance of the various objectives. As long as opinion was 
divided on the great question as to whether the United States 
should attempt to remain isolated, or should collaborate with 
other countries in shaping the world’s political development, 
such co-ordination was impossible. 

The result has been the frequent inability to attain objec- 
tives which have been formulated. The policies of collecting 
inter-allied debts and of limiting all types of armaments 
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by agreement have failed, in large measure, up to date. The 
policies of preventing hostilities, of preserving the territorial 
integrity of China, and of amicably settling Latin-American 
disputes have been contradicted by continued hostilities in 
Manchuria and the Chaco, and by a de facto change of status 
of a portion of Chinese territory. 

In this state of affairs it seems worth while to examine 
American foreign policy with the object of discovering what 
co-ordinated principles, if any, can be formulated with any 
promise of application over a considerable period of years to 
produce greater stability in international relations. 

One great difficulty in attempting such a formulation lies 
in the fact that public opinion on foreign affairs has been 
greatly affected by party animosities, arising over the League 
of Nations struggle, and by particular regional and economic 
interests. As a consequence, general support for any policy is 
exceedingly difficult to obtain. Important groups can be 
found favoring both sides of most of the great questions. It 
is not impossible, however, that policies based upon an ade- 
quate consideration, both of the historic traditions of the 
United States, and of the present economic and political con- 
ditions in the world and in the United States, can, if sup- 
ported by a vigorous administration, win public opinion for 
themselves. 

Foreign policy has in recent years been interpreted as the 
pursuit of national interests. But what are national interests? 
Are American national interests defined by the preamble to 
the Constitution “to form a more perfect union, establish 
justice, insure domestic tranquillity, provide for the common 
defense, promote the general welfare, and secure the blessings 
of liberty to ourselves and to our posterity”? Are American 
national interests defined by the historic traditions such as 
the “Farewell Address,” the Monroe Doctrine, the “Open- 
Door” policy? Are they defined by contemporary public opin- 
ion as manifested in the platform of the party in power, the 
oratory of Congressmen, the insistencies of the press, or the 
results of straw votes, or questionnaires? Are they defined by 
an analysis of the economic, political, and social conditions 
and pressures in the American population and in the sur- 
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rounding world indicating the steps toward a more harmoni- 
ous adjustment? Such an analysis would disclose that in- 
vestors, concessionaires, merchants, and missionaries exert 
pressure on the government for protection and expansion of 
opportunity abroad, and that military and naval advisers 
exert pressure for acquisitions and control in the interest of 
strategic plans. Furthermore, because of the concentration of 
present economic and strategic interests in certain foreign 
areas, these pressures tend toward regional variations of pol- 
icy. 

All of these interpretations of national interests have been 
considered in the preparation of this memorandum. Without 
denying the possibility of other points of view, it is clear that 
the preservation of peace, both internal and external, is em- 
phasized in the preamble to the Constitution, is prominent 
among historic American traditions, is vigorously endorsed by 
contemporary public opinion, and is peculiarly important in 
any rational program of adjustment of American to world 
economic, political, and social pressures under present condi- 
tions. Although many American foreign interests are concen- 
trated in particular regions, it seems doubtful whether mili- 
tary dominance of those regions is, under modern conditions, 
the best means of protecting and expanding them. This is 
doubly true of such interests not so concentrated. 

Among the important world-conditions which must be 
reckoned with in this connection for a long time to come 
are (1) the network of international communication facilities, 
(2) the economic interdependence of states, (3) the tremen- 
dous destructiveness of modern war, (4) the influence of pub- 
lic opinion upon international relations, and (5) the growth of 
international unions and organizations of all kinds. 

In spite of particularistic tendencies in certain countries 
from time to time, especially in recent years, and in spite of 
the periodic recurrence of war, the trend since the Renaissance 
has been toward unification and integration of the world- 
community. This, as wel] as technical changes in the method 
of waging war, has progressively increased the destructive- 
ness of war and the difficulty of localizing it. This trend may 
explain the increasing reliance of states upon pacific methods 
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for protecting regional interests outside the home territory, 
the increasing attention which the prevention of war has 
occupied in world-politics, and the increasing national inter- 
est which governments have asserted in avoiding war. 

With these considerations in mind, it appears legitimate to 
consider the preservation of peace as an important American 
interest, and the policies proposed in this memorandum cen- 
ter around this interest. The memorandum contains twenty 
proposals for a constructive American foreign policy toward 
international stability. The first eight consider what kind of 
action should be taken, in times of emergency, to prevent or 
stop war. The next three (numbers nine to eleven) deal with 
the methods for defining or for modifying the status guo by 
pacific means. The following five (numbers twelve to sixteen) 
consider the relation of economic policy to political stability 
throughout the world. The next two (numbers seventeen and 
eighteen) examine the traditional policies of the United States 
with respect to Latin-America and the Far East. The last two 
(numbers nineteen and twenty) have reference to the internal 
political circumstances with respect to carrying out foreign 
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II, PREVENTION OF WAR 


I. MAINTENANCE OF THE PACT OF PARIS 


The one declaration of foreign policy since the war which 
has met no substantial opposition in the United States has 
been the Pact of Paris signed in August, 1928. By this docu- 
ment the high contracting parties “‘solemnly declare in the 
names of their respective peoples that they condemn recourse 
to war for the solution of international controversies, re- 
nounce it as an instrument of national policy in their rela- 
tions with one another, and agree that the settlement or solu- 
tion of all disputes or conflicts of whatever nature or of what- 
ever origin they may be, which may arise among them, shall 
never be sought except by pacific means.”’ The pact was 
placed before the Senate by President Coolidge and Secretary 
Kellogg, who, with Foreign Minister Briand of France, had 
taken the initiative in negotiating it. It was sponsored by 
Senator Borah, Chairman of the Senate Committee on For- 
eign Relations, and after a brief debate was approved by the 
Senate without reservation and with but one dissenting vote. 
To date (August, 1934), it has been ratified by sixty-three 
states, all of the states of the world except Argentina, Bolivia, 
Salvador, and Uruguay. These four states have expressed an 
intention to adhere. 

Both Republican and Democratic administrations have re- 
peatedly emphasized the practical significance of the princi- 
ples of the Pact in formulating American foreign policy. The 
statement issued by President Hoover and Prime Minister 
MacDonald, after their conversations at the Rapidan, in Oc- 
tober, 1929, declared that “both our governments resolve to 
accept the Peace Pact not only as a declaration of good inten- 
tions but as a positive obligation to direct national policy in 
accordance with its pledges” (Department of State Press Re- 
leases, October 19, 1929). President Franklin D. Roosevelt 
stated in his message to the heads of fifty-four states on May 
16, 1933, “The furtherance of durable peace for our genera- 
tion in every part of the world is the only goal worthy of our 
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best efforts” (Press Releases, May 20, 1933). On the fifth an- 
niversary of the signing of the Pact, Secretary Hull said, “The 
anniversary of the Peace Pact signing must lead us to dedicate 
ourselves anew to the task of achieving this goal by succes- 
sive stages through common understanding” (Press Releases, 
October 26, 1933). The Pact of Paris, rather than the Wash- 
ington Conference Treaties, was the basis for American co- 
operative action in the Far Eastern crises of 1929 and 1931- 
33- It has also been repeatedly referred to as the basis of 
American proposals during the conference for the reduction 
and limitation of armaments at Geneva and for American 
policy in connection with the Chaco and Leticia disputes in 
South America. 

The principles of the Pact are in accord with the tradition 
of pacific settlement avowed by the United States since 1794 
and with the proposals for a League of Nations made by Presi- 
dent Wilson during and after the World War. It has been re- 
ferred to explicitly in the treaties of non-aggression negotiated 
during 1933 and 1934 by Russia with her neighbors, by Tur- 
key with Rumania, by Germany with Poland, by Italy with 
Great Britain, France, and Germany, and by Jugo-Slavia 
with three other Balkan countries. Its principles are implicit 
in the treaty of non-aggression initiated by Argentina and en- 
dorsed by the Montevideo Pan-American Conference of 1933. 

The importance of preventing war from the standpoint of 
political stability, cultural security, and economic prosperity 
has been emphasized by American presidents and secretaries 
of state on numerous occasions, especially in recent years. 

President Washington began the section devoted to foreign affairs 
in his farewell address of September 17, 1796, with the words: 
“Observe good faith and justice toward all nations. Cultivate peace 
and harmony with all. Religion and morality enjoin this conduct. 
And can it be that good policy does not equally enjoin it? It will be 
worthy of a free, enlightened, and at no distant period a great nation 
to give to mankind the magnanimous and too novel example of a 
people always guided by an exalted justice and benevolence. Who 
can doubt that in the course of time and things the fruits of such a 
plan would richly repay any temporary advantages which might be 
lost by a steady adherence to it? Can it be that Providence has not 
connected the permanent felicity of a nation with its virtue? The 
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experiment, at least, is recommended by every sentiment which 
ennobles human nature. Alas! is it rendered impossible by its vices? 
In the execution of such a plan nothing is more essential than that 
permanent, inveterate antipathies against particular nations and 
passionate attachments for others should be excluded, and that in 
place of them just and amicable feelings toward all should be culti- 
vated.” 

President Jefferson expressed the same thought in his first in- 
augural, March 4, 1801: “Equal and exact justice to all men, of 
whatever State or persuasion, religious or political; peace, commerce, 
and honest friendship with all nations, entangling alliances with 
none.” 

In his address of January 22, 1917, President Wilson stated the 
conditions on which the American government “‘would feel justified 
in asking our people to approve the formal and solemn adherence 
to a League for Peace” adding that he “hoped and believed” he was 
“speaking for liberals and friends of humanity in every nation” and 
for “the silent mass of mankind everywhere who have had no place 
or opportunity to speak their real hearts out concerning the death 
and ruin they see to have come already upon the persons and the 
homes they hold most dear.” He added that he was proposing ful- 
filment of American traditional policies, “that the nations should 
with one accord adopt the doctrine of President Monroe as the doc- 
trine of the world.” In his address of January 8, 1918, proposing the 
Fourteen Points as “the program of the world’s peace’’ he “‘desired 
a just and stable peace such as can be secured only by removing the 
chief provocations to war, which this program does remove.” In his 
address of July 4, 1918, he proposed “‘the establishment of an organi- 
zation of peace which shall make it certain that the combined power 
of free nations will check every invasion of right and serve to make 
peace and justice the more secure by affording a definite tribunal of 
opinion to which all must submit and by which every international 
adjustment that cannot be amicably agreed upon by the peoples di- 
rectly concerned shall be sanctioned.” In his Indianapolis address 
during his popular appeal for the League in September, 1919, he re- 
minded his hearers that “we entered into solemn engagements with all 
the nations with whom we associated ourselves that we would bring 
such a kind of settlement and such a concert of the purpose of na- 
tions that wars like that could not occur again.” (See J. B. Scott, ed., 
Official Statements of War Aims and Peace Proposals, December 1916 
to November 1978 (Washington, 1921], pp. 50, 237, 351; and D. F. 
Fleming, The United States and the League of Nations, 1918-1920 
[New York, 1932], p. 355.) 
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In a campaign speech on September 4, 1920, President-to-be 
Harding said, “If I catch the conscience of America, we'll lead the 
world to outlaw war” and in opening the conference on Limitation 
of Armament, November 12, 1921, President Harding said, ““Con- 
templating the measureless cost of war and the continuous burden of 
armament, all thoughtful peoples wish for real limitation of arma- 
ment and would like war outlawed.” In accepting the Republican 
nomination for president, August 14, 1924, President Coolidge said, 
“T personally should favor entering into covenants for the purpose of 
outlawing aggressive war by any practical means.” 

In his message of July 7, 1930, President Hoover recommended 
the London naval treaty to the Senate because “the aspiration of our 
people is for abolition of competition in the building of arms as a 
step toward world peace” (Press Releases, July 12, 1930); and in 
ratifying the treaty on July 26, 1930, he said: “It will mark a further 
long step toward lifting the burden of militarism from the backs of 
mankind and to speed the march forward of world peace” (Press Re- 
leases, July 26, 1930). Addressing the International Chamber of 
Commerce on May 9, 1931, President Hoover referred to the “‘vast 
armament” of the world which he said, ‘“‘continues not only a burden 
upon the economic recuperation of the world, but of even more con- 
sequence, the constant threats and fears which arise from it are a 
serious contribution to all forms of instability, whether social, politi- 
cal or economic. .... We have a vast indirect interest in greater 
assurances of peace, order and the increased economic prosperity of 
other nations” (Press Releases, May 9, 1931). On September 21, 
1931, President Hoover told the American Legion that “this depres- 
sion today flows largely from Europe through the fundamental dis- 
location of economic and political forces caused by the Great War in 
which your service brought bloodshed to an end and gave hope of 
reconstruction to the world” (Press Releases, September 26, 1931). 

President Roosevelt, in his radio address of May 7, 1933, said that 
his administration was seeking ‘‘a general reduction of armaments 
and through this the removal of the fear of invasion and armed at- 
tack and at the same time a reduction in armament costs .... and 
the re-establishment of friendly relations and greater confidence be- 
tween nations” (Press Releases May 13, 1933). In his message to 
congress May 16, 1933, President Roosevelt emphasized the “deep 
rooted desire of Americans for better living conditions and for the 
avoidance of war’ and justified his note of the same date to the heads 
of fifty-four states “because it has become increasingly evident that 
the assurances of world political and economic peace and stability is 
threatened by selfish and short-sighted policies, actions and threats 
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of actions” (Press Releases, May 20, 1933). In a radio address of 
October 13, 1933, President Roosevelt expressed his conviction that 
“as a nation we are overwhelmingly against engaging in war’’ (Press 
Releases, October 21, 1933), and in his Wilson Day address, De- 
cember 28, 1933, he proposed “‘extension of the challenge of Wood- 
row Wilson for us in the new generation that from now on war by 
governments shall be changed to peace by peoples” (Press Releases, 
December 30, 1933). 


Thus, as a general guide to American foreign policy, it seems 
reasonable to suggest that all procedure be subordinated to the 
development of the policy expressed in the Pact of Paris. 

This does not mean a radical change in policy. It cannot be 
said that any American tradition is necessarily contrary to the 
Pact. It does, however, mean an explicit renunciation of 
methods clearly contrary to the Pact, and the support of such 
policies and proposals as are found to be essential if the prin- 
ciples of the Pact are to be realized in practice. 

It also means that the international consequences of all 
public measures, even those intended for purely domestic 
purposes, should be scrutinized, and that measures threaten- 
ing to international stability should be abandoned or modi- 
fied. Such a subordination of measures aimed directly at re- 
storing or increasing economic prosperity and welfare, to a for- 
eign policy devoted to world political stabilization would be 
not only in accord with the spirit of the Pact, but also to the 
permanent economic interest of the country. The latter prop- 
osition is discussed in Section 15 of this memorandum. 


2. RENUNCIATION OF FORCE EXCEPT FOR 
TERRITORIAL DEFENSE 


While it is clear that the Pact of Paris makes it illegal for a 
state to use military force except in defense, or against a state 
which has already violated the Pact, it leaves some doubt as 
to what circumstances create a necessity for defense. Can 
military forces be landed for the protection of citizens abroad? 
Can naval operations be undertaken in distant waters for de- 
fense of commerce or shipping? If the conception of defense 
can be extended to apply to any interest in foreign territory, 
the Pact will have little practical meaning. A national or com- 
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mercial interest to be “defended” can usually be found to 
“justify” any invasion. 

If military operations in foreign territory are ever justifi- 
able, except after hostilities have actually been initiated by 
the other party, a system of security based on disarmament 
is impracticable. A system of frontier defense may be made 
strong enough to prevent any invasion for a period of time 
without having sufficient offensive strength to break through 
the enemy’s defenses, but a system of defense capable of pro- 
tecting not only frontiers but also national interests in foreign 
territory will obviously make it possible to engage in terri- 
torial aggression. In his circular note of May 16, 1933, to the 
heads of fifty-four nations, President Roosevelt proposed: 
“That all the nations of the world should enter into a solemn 
and definite pact of non-aggression; that they should solemnly 
reaffirm the obligations they have assumed to limit and re- 
duce their armaments, and, provided these obligations are 
faithfully executed by all signatory powers, individually agree 
that they will send no armed force of whatsoever nature across 
their frontiers.”” He restated this proposal to Congress in the 
following terms: “That subject to existing treaty rights no 
nation during the disarmament period shall send any armed 
force of whatsoever nature across its own borders.”” And in his 
Wilson Day address of December 28, 1933, the proposition 
was again stated in less qualified terms: “That no nation will 
permit any of its armed forces to cross its own borders into 
the territory of another nation. Such an act would be regard- 
ed by humanity as an act of agression and as an act, therefore, 
that would call for condemnation by humanity.” 


Consequently the United States might well promote a general 
agreement that, apart from explicit treaty right, all use of armed 
force in foreign territory be explicitly renounced by all the parties 
to the Pact of Paris as a corollary thereto, except in response to 


«The proposal was thus presented to the general disarmament conference by 
Norman H. Davis on May 22, 1933: “If we are to keep faith with these obligations 
(the Pact of Paris), we must definitely make up our minds to settle our disputes 
around a conference table instead of preparing to settle them on the battle-field. It 
was with such a thought that the President proposed an undertaking by the nations 
that, subject to existing treaty rights, armed forces should not be sent across national 
frontiers. In the long run, we may come to the conclusion that the simplest and most 


[14] 


an act of war or proof of violation of an engagement relating to 
disarmament by the state whose territory is invaded. 

Such an agreement would practically restrict the concep- 
tion of defense to territorial defense. Consequently, the mea- 
sure of defensive forces which a state required would be re- 
lated to the character of its frontiers. Such an agreement 
would forbid the use of landing forces to protect citizens 
abroad? or the use of naval forces to threaten foreign govern- 
ments and influence their policy. It would not, however, pre- 
vent police action to preserve order on the state’s own terri- 
tory or in its possessions or protectorates, or to protect its 
shipping on the high seas. 

Such an agreement would permit the sending of military 
forces into foreign territory under such explicit treaty rights 
as are to be found, for example, in the American treaty with 
Panama, and the French treaties with the protectorates of 
Tunis and Morocco. It would also permit such action in case 
the state to whose territory the forces were sent was proved 
to have violated an engagement relating to disarmament, in- 
cluding therein regional as well as general disarmament ar- 
rangements. As, however, there might be difference of opinion 
on the question of whether such a treaty had been violated, 
action on this account would not be permissible until the vio- 
lation had been proved to the satisfaction of whatever inter- 
national authority was competent with respect to the particu- 
lar treaty. 

This agreement would also justify the invasion of the terri- 
tory of a state which had already begun hostilities illegally by 
the invasion of foreign territory. The Locarno Treaty, Article 
XVI of the League of Nations Covenant, and in fact, the pre- 


accurate definition of an aggressor is one whose armed forces are found on alien soil 
in violation of treaties” (Press Releases, May 27, 1933). This conception of aggres- 
sion was supported by the Soviet delegation at the disarmament conference and a 
draft incorporating it was presented in the report of the security commission on May 
24, 1933- This draft was incorporated in the convention defining aggression negotiated 
on July 3, 1933, by Soviet Foreign Minister Litvinoff with all of the neighbors of the 
Soviet Union except Japan and China. (United States Treaty Information, Bulletin 
No. 47, August, 1933, pp- 39 ff.) 


2 Professor MacNair believes that there are occasions in such countries as China, 
and possibly others, when it is desirable as well as necessary to protect foreign 
nationals. 
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amble of the Pact of Paris itself, all recognize that a state’s 
immunity from invasion under these treaties lapses in case it 
is itself guilty of an invasion contrary to these treaties. An 
“act of war” means an armed attack upon the territory or 
public forces of a state, whether or not a legal “state of war” 
follows. By such an act under the proposal here made a state 
would outlaw itself and its territory would become liable to 
invasion by other states. 

Some difficulty might arise in applying such a convention 
in case of attack upon legation guards or other forces legally 
stationed in foreign territory under treaty, or upon public 
vessels at sea, and in a convention such contingencies might 
require special treatment. In general, however, an act of war 
would arise only from a territorial invasion. Mobilization or 
other provocative action within a state’s own territory would 
not constitute an act of war. 

In case of an act of war the state attacked and others com- 
mitted to act with it in collective defense would be entitled to 
proceed to defensive action on their own responsibility, but 
this would not release such states from the duty of justifying 
their action subsequently before whatever international au- 
thority was competent in the case. A state could not merely 
allege that it had been the victim of an act of war before it 
had undertaken military action, but would be obliged to prove 
it before other states consulting on the matter. 


3. DISARMAMENT TO MAKE TERRITORIAL INVASION AS 
DIFFICULT AS POSSIBLE 


In the spirit of an agreement of the type just discussed, the 
participating states should enter into engagements to limit 
their defensive armaments to those essential for effective de- 
fense of their frontiers. Naval bases distant from national ter- 
ritory would seldom be useful for this purpose and might in 
fact become evidence of an intention to violate the under- 
standing. Military force would be regarded as legitimate only 
in so far as necessary for internal police or for defending the 
territory from invasion, and disarmament agreements would 
be aimed at augmenting the effectiveness of such forces for 
this purpose while reducing their value for aggressive action. 
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This theory has been explicitly developed by the American 
delegation at the general disarmament conference and by 
Presidents Hoover and Franklin D. Roosevelt. 


In the past every nation has justified its level of armaments, how- 
ever high, by the claim that such levels are necessary for its national 
defense. Let us not forget, however, that new international commit- 
ments of binding force have introduced a new conception of what is 
needed by a nation for the purpose of defense. Such treaties and 
commitments bear upon practically all the nations here represented. 
In view of this new situation calling for new methods and new for- 
mulas, the lessons of the old strategy must be unlearned in order 
that we may advance. The new conception of national armaments 
has never been put into words in any of our commitments, but it is 
so implicit in their terms that it can be reduced almost to a formula. 
Every nation has not only the right but the obligation to its own 
people to maintain internal order. This obviously calls for an ade- 
quate military force for internal police work. Beyond and above 
this there is the obligation of each government to its people to main- 
tain a sufficient increment of military strength to defend the national 
territory against aggression and invasion. We therefore have this 
formula dividing our military forces into two parts. Beyond this 
reasonable supplement to the police force we have taken an implicit 
obligation to restrict ourselves. Our problem is therefore to establish 
by honest scrutiny and agreement the margin that now exists beyond 
what is essential for the maintenance of internal order and defense 
of our territory. [Delegate Hugh Gibson at General Disarmament 
Conference, February 9, 1932; Press Releases, February 13, 1932, 


p- 149.] 


Fundamentally the demand for security arises from doubts on the 
part of a government and its people as to their ability successfully to 
withstand an invasion..... A new war would see frontier fortifica- 
tions rapidly demolished by heavy mobile artillery. Trench defenses 
with their barbed wire entanglements necessary for linking up the 
intervals between fortifications would be effectively demolished by 
tanks, and possibly after a gas attack the invading infantry would 
be able to advance with relative ease. It seems clear that it is this 
knowledge that frontier defenses are powerless to resist any attack 
of the sort I have indicated which gives rise to the feeling of inse- 
curity not only on the part of govérnments but, what is far more 
serious, on the part of the civil population. ... . The advantage of 
the abolition of these weapons is not only that it would relieve exist- 
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ing fears, but that it is in every way desirable, even from a strictly 
military point of view, in that the abolition of such weapons would 
restore the superiority of defense. With no existing cannon capable 
of reducing modern fortifications, with no tank capable of destroy- 
ing trench defenses, with no gas to terrorize armies, invasion would 
demand such staggering sacrifices in human life as to make it far 
too costly to contemplate. .... Even if we admit the possibility 
that in a future war a nation would be guilty of the gross bad faith 
of repudiating the solemn engagements undertaken before the world 
for the abolition of these weapons, as a practical matter, it would 
require a period of months or years to produce these arms in suffi- 
cient quantities to have any decisive effects, and all advantage of 
surprise attack would thereby be lost. Furthermore, past violations 
of such undertakings have been of the most costly character to the 
wrongdoer. .... Our hope is based on the profound conviction that 
in the abolition of aggressive weaspons we have ready to our hand 
the key to the great problem of disarmament. [Hugh Gibson at Gen- 
eral Disarmament Conference, April 11, 1932, Press Releases, April 


16, 1932, pp- 354-58.] 


I propose that the following principles should be our guide: First, 
the Kellogg-Briand Pact, to which we are all signatories, can only 
mean that the nations of the world have agreed that they will use 
their arms solely for defense. Second, this reduction should be car- 
ried out not only by broad general cuts in armaments but by in- 
creasing the comparative power of defense through decreases in the 
power of the attack. Third, the armaments of the world have grown 
up in general mutual relation to each other, and speaking generally, 
such relativity should be preserved in making reductions. .. . . n 
order to reduce the offensive character of all land forces as distin- 
guished from their defensive character, I propose the adoption of the 
presentation already made at the Geneva Conference for the abolition 
of all tanks, all chemical warfare and all large mobile guns. This would 
not prevent the establishment or increase of sufficient fortifications 
of any character for the defense of frontiers and sea coasts. It would 
give an increased relative strength to such defenses as compared with 
the attack..... The land armaments of many nations are consid- 
ered to have two functions. One is the maintenance of internal order 
in connection with the regular peace forces of the country. The 
strength required for this purpose has been called the “‘police com- 
ponent.” The other function is defense against foreign attack. The 
additional strength required for this purpose has been called the 
“defense component.” While it is not suggested that these different 


[18] 


components should be separated, it is necessary to consider this con- 
tention as a function in proposing a practical plan of reduction in 
land forces. Under the Treaty of Versailles and the other peace 
treaties, the armies of Germany, Austria, Hungary, and Bulgaria 
were reduced to a size deemed appropriate for the maintenance of 
internal order, Germany being assigned 100,000 troops for a popula- 
tion of approximately 65 million people. I propose that we should 
accept for all nations a basic police component of soldiers propor- 
tionate to the average which was thus allowed Germany and these 
other states. This formula, with necessary corrections for powers 
having colonial possessions, should be sufficient to provide for the 
maintenance of internal order by the nations of the world. Having 
analyzed these components in this fashion, I propose as stated above, 
that there should be a reduction of one-third in the strength of all 
land armies over and above the police component. [President 
Hoover, instructions to American delegation at the Disarmament 
Conference, June 22, 1932, Press Releases, June 25, 1932, pp. §93-94- 
This proposal in addition suggested the abolition of all bombing 
planes and of bombardment from the air and the reduction of naval 
forces in number and tonnage by one-third.] 


If all nations will agree wholly to eliminate from possession and 
use the weapons which make possible a successful attack, defenses 
automatically will become impregnable, and the frontiers and inde- 
pendence of every nation will become secure. The ultimate objec- 
tive of the Disarmament Conference must be the complete elimina- 
tion of all offensive weapons. The immediate objective is a substan- 
tial reduction of some of these weapons and the elimination of many 
others. [President Roosevelt, circular note to heads of 54 states, 
May 16, 1933; Press Releases, May 20, 1933, p- 352.] 


It is high time for us and for every other nation to understand the 
simple fact that the invasion of any nation, or the destruction of a 
national sovereignty, can be prevented only by the complete elimina- 
tion of the weapons that make such a course possible today..... 
The way to disarm is to disarm. The way to prevent invasion is to 
make it impossible. I have asked for an agreement among nations 
on four practical and simultaneous steps: First, that through a series 
of steps the weapons of offensive warfare be eliminated. [President 
Roosevelt, Message to Congress, May 16, 1933; Press Releases, May 


20, 1933, p- 348.] 


As regards the level of armaments, we are prepared to go as far as 
the other states in the way of reduction. We feel that the ultimate 
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objective should be to reduce armaments approximately to the level 
established by the Peace treaties; that is, to bring armaments as 
soon as possible through successive stages down to the basis of a 
domestic police force. In particular, as emphasized by President 
Roosevelt, we are prepared to join other nations in abolishing weap- 
ons of an aggressive character, which not only are the most costly 
to construct and to maintain but at present are those most likely to 
lead to a breach of the peace. To cut the power of offense and re- 
move the threat of surprise attack would do more than anything else 
to lessen the danger of a war. Almost a year ago the American gov- 
ernment submitted a proposal along these lines. This proposal, which 
received the approval of a large number of states, was not acceptable 
to certain states and was therefore not adopted. A few weeks ago 
the British Prime Minister submitted a detailed proposal which em- 
bodys many of the features of the American plan of last year. As the 
British proposal represents a real measure of disarmament, we accept 
it wholeheartedly as a definite and excellent step towards the ulti- 
mate objective. We therefore are prepared to give our full support 
to the adoption of this plan. [Delegate Norman Davis, to Disarma- 
ment Conference, May 22, 1933; Press Releases, May 27, 1933, p- 


389.] 


I have said to every nation in the world something to this effect: 
Let every nation agree to eliminate over a short period of years, and 
by progressive steps, every weapon of offense in its possession and 
to create no additional weapons of offense. This does not guarantee 
a nation against invasion unless you implement it with the right to 
fortify its own border with permanent and non-mobile defenses, and 
also with the right to assure itself through international continuing 
inspection that its neighbors are not creating nor maintaining offen- 
sive weapons of war. [President Roosevelt, Wilson Day dinner, De- 
cember 28, 1933; Press Releases, December 30, 1933, p- 383.-] 


The American Government has held the view that the most logi- 
cal way in which to limit and reduce armaments was to limit and re- 
duce the use to which such armaments could be put. This in turn 
implied a strengthening of the defensive power of a state and a cor- 
responding reduction of its offensive power. To accomplish this, 
there were three main methods: the first, to abolish weapons of pri- 
mary use in invasion, such as heavy mobile artillery, heavy tanks, 
bombardment aviation, etc.; second, continuous and automatic in- 
spection; third, and in connection with the General Disarmament 
Convention, a universal pact of non-aggression in which an under- 
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taking would be given that the armed forces of no state should invade 
the territory of another country in violation of treaty rights. [Under- 
secretary of State Phillips, replying to the British Ambassador, Feb- 
ruary 19, 1934: Press Releases, March 3, 1934.] 


The disarmament conference has tended to accept the 
principles set forth in these American addresses and the pro- 
posals of the British government likewise aim to minimize the 
offensive power of armaments, while permitting adequate de- 
fensive and police forces. 

It seems advisable, therefore, that the United States continue 
to seek a general agreement, which will distinguish between the 
defensive and police components of national armaments; which 
will limit defensive armaments of each state to those necessary for 
defending its territory, and prohibit offensive armaments in 
order to make the invasion of another state as difficult as possible; 
and which will provide for adequate periodical international in- 
spection of all armaments. 

The precise terms of an agreement for this purpose involve 
dificult technical considerations. It is clear, however, that 
highly mobile material with effective striking power, such as 
mobile artillery, tanks, bombing aircraft, warships and sub- 
marines capable of operations distant from bases, and aircraft 
carriers, are offensive weapons. Furthermore, naval bases dis- 
tant from home or important colonial territories, strategic 
railways for rapid mobilization, and highly trained troops ca- 
pable of rapid movement may have an offensive character al- 
though their limitation might present exceptional difficulties. 
On the other hand, infantry armed only with rifles and ma- 
chine guns cannot penetrate the territory of an entrenched 
enemy similarly armed. Small combat airplanes and anti-air- 
craft guns are necessary defenses against aerial bombardment 
and cannot be used in important offensive operations. Forti- 
fications with fixed guns sufficiently back from the frontier, 
fixed coast defenses, anchored mines and coast defense ves- 
sels incapable of operations at any distance from a base, also 
have a primarily defensive character. 

Good faith in carrying out disarmament arrangements 
might be assured if adequate periodic international inspec- 
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tions were provided and every effort made to control factories 
so that a maximum time would be required to manufacture 
any of the forbidden materials. With such a system it appears 
possible that, between states at a similar stage of industrial 
development, invasion across frontiers might be made physi- 
cally impossible for a period of six months or more after the 
convention was violated, thus providing an opportunity for 
peace machinery to work and allaying the fear of immediate 
and sudden invasion. 


4. CONTROL OF PRIVATE ARMS INTERESTS 


The possibility of maintaining such a system involves con- 
tinuous governmental control of the manufacture and trade 
in military materials. If individuals of a country are free to 
manufacture or import offensive armaments free of govern- 
ment control and international inspection, neighboring coun- 
tries will not feel secure from invasion. Furthermore, if pri- 
vate persons or firms interested in manufacturing or selling 
arms are in a position to influence public opinion either at 
home or abroad through control of newspapers, movies, radio 
broadcasting, etc., they can create a market for their wares by 
the use of this position to foment international distrust, war 
scares, and even war. The influence of such interests, both in 
pre-war and post-war history, especially in times of depres- 
sion, in creating fear of war and preventing disarmament 
agreements has been amply demonstrated in concrete in- 
stances. The members of the League of Nations have agreed 
in Article VIII of the Covenant “that the manufacture by 
private enterprises of munitions and implements of war is 
open to grave objections,” and have authorized the Council 
“to advise how the evil effects attendant upon such manu- 
facture can be prevented, due regard being had for the necessi- 
ties of those members of the League which are not able to 
manufacture the munitions and implements of war necessary 
for their safety.” They have also agreed in Article XXIII of 
the Covenant “to entrust the League with the general super- 
vision of the trade in arms and amunition with the countries 
in which the control of this traffic is necessary in the common 
interest.” American delegations have supported these prin- 


[22] 


ciples both in the Arms Trade Conference of 1925 and in the 
General Disarmament Conference of 1932, and Congress has 
approved the policy of a general arms embargo against states 
engaged in or threatening hostilities. 

It is therefore in accord with American policy that general 
agreements be concluded for the international control of and pub- 
licity regarding the manufacture and trade in arms in time of 
peace, and for an immediate embargo by all states upon the export 
of arms in an emergency situation to states which have broken 
or threatened to break the peace. 

The object of the Geneva convention signed by the United 
States and other powers in 1925 is to prevent the international 
trade in arms unless the shipment is accompanied by a certifi- 
cate from the importing and exporting governments, and to 
assure full publication of statistics and other information con- 
cerning this trade, as well as to prevent trade in arms alto- 
gether in certain backward areas of the world. The Geneva 
Disarmament Conference’s committee on the subject has rec- 
ommended certain modifications of this convention, which it 
considers in general satisfactory, and ratification of the con- 
vention by the Senate has been urged by Presidents Coolidge, 
Hoover, and Roosevelt. (Message of President Roosevelt to 
the Senate, May 18, 1934; Press Releases, May 19, 1934.) 
On June 15, 1934, the Senate gave its advice and consent to 
the treaty but with reservations which may delay its going 
into effect. 

Congress is in process of approving the resolution giving 
the president power “after securing the co-operation of such 
governments as he deems necessary to prohibit the shipment 
of arms to any part of the world wherever such shipment 
might promote or encourage the employment of force in the 
course of a dispute or conflict between nations.” The Senate 
has wished to add the proviso that “the embargo be applied 
impartially to all parties to the dispute or conflict to which it 
refers.” The prospect of traders in arms profiting by creating 
war scares would be reduced if all the nations manufacturing 
arms agreed in advance immediately to lay an embargo on 
arms shipments to any countries involved in a dispute so 
grave that consultation to prevent violation of the Pact of 
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Paris had been begun. Passage of the resolution pending in 
Congress and the conclusion of treaties making its policy ob- 
ligatory upon all of the nations manufacturing arms would 
also be in accord with the policy here proposed. Such a treaty 
was proposed by Mr. Norman Davis, at the Geneva Disarma- 
ment Conference on May 29, 1934. 

This principle was applied by the United States to the 
Chaco war on May 28, 1934, when the President, in accord 
with a resolution passed unanimously in Congress on the same 
day, prohibited the sale in the United States of arms and 
munitions to Bolivia or Paraguay or persons acting in their 
interests. Although the proclamation applied equally to both 
states, the resolution permits the President to prescribe “limi- 
tations and exceptions,’ thus subsequent discrimination 
seems not to be precluded. The proclamation was made after 
assurance of the co-operation of the governments of other 
American republics and after receipt of a communication 
from the League of Nations asking whether the United States 
would participate in such an embargo. The American action 
was not conditional, although the hope was expressed that 
“the co-operation of other governments may be secured to an 
extent sufficient to assure a complete stoppage of shipments.” 
(Press Releases, June 2, 1934.) 

It would appear that a large professional military class 
tends to favor an expanding military establishment in which 
promotion will be rapid, and as a means to that end to culti- 
vate a public opinion distrustful of other nations and ready to 
support extensive military and naval programs. For this rea- 
son the policy here under consideration would be served by 
agreements substituting so far as practicable short-service mi- 
litia armies for professional armies in the national defense sys- 
tem.3 Such armies, while almost equal to professional armies 
for the defense of frontiers, are much slower to mobilize and 
so are much less efficient for invasion. This substitution was 
in fact proposed for continental European armies in the plan 
of the British government now under consideration by the 
Geneva Disarmament Conference. 


3 Relatively small armies, such as those of Great Britain and the United States, 
might have to continue mainly professional. 


[24] 


Proposals for preventing directors or owners of arms manu- 
facturing or trading concerns from controlling newspapers or 
other organs of publicity have been considered by committees 
of the League of Nations and by the Geneva Disarmament 
Conference, but it is difficult to see how such a prohibition 
could prevent propaganda by these interests. Publication of 
information as to the trade in arms here suggested might in- 
clude not only quantities of arms shipped and manufactured 
but the concerns and their officers and directors engaged in 
this business. 


5. CONSULTATION TO PREVENT WAR 


It was said by Sir Edward Grey that a procedure for con- 
sultation arranged in advance might have prevented the 
World War. In practice, the League of Nations has attempted 
to prevent war mainly through meetings of the Council sum- 
moned with the least possible delay in order that consultation 
may crystallize the moral opinion of the League members as 
to the best collective policy in a particular crisis before it has 
developed into serious war. On several occasions, as in the 
Serbian-Albanian dispute of 1922, the Italian-Greek dispute 
over Corfu in 1923, the Greco-Bulgarian dispute of 1925, the 
dispute between Great Britain and Turkey over the Mosul 
area in 1925, and the Leticia dispute between Colombia and 
Peru in 1932, this method was successful in preventing threat- 
ened hostilities or stopping hostilities actually in progress. In 
the Chaco dispute which began in 1929 between Bolivia and 
Paraguay the public was confused and the effectiveness of 
peace efforts impaired by the fact that mediation was con- 
ducted from two different centers. Certain American powers 
acted under the Pan-American conciliation treaties while the 
League also acted. In the Manchurian dispute between Japan 
and China in 1931, the United States and Soviet Russia, non- 
members of the League, were among the most interested 
states. The usual League procedure was unsuccessful in both 
of these cases, but special circumstances made them inade- 
quate tests of the method. 

Both the Republican and Democratic parties in their plat- 
forms of 1932 favored some system of consultation to prevent 
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violations of the Pact of Paris. The Hoover and Roosevelt ad- 
ministrations have both committed themselves to the proposi- 
tion that a duty to consult is implied by participation in the 
Pact of Paris, and Mr. Norman H. Davis, representing the 
United States, declared at the Disarmament Conference on 
May 27, 1933, that “we are willing to consult the other states 
in case of a threat to peace with a view to averting conflict.” 
He subsequently extended this willingness to consult to the 
cases which would arise from alleged violations of disarmament 
agreements. (Press Releases, May 27, June 3, 1933.) 

The United States has already agreed to consult in emer- 
gencies arising from the application of the Washington Con- 
ference treaties. Experience has proved that consultation un- 
der such general provisions as are found in these treaties, or 
ad hoc consultations under the Pact of Paris, are less effective 
in dealing with emergencies than consultations conducted 
with an established procedure. Such a procedure can hardly 
develop unless consultations are arranged by such a perma- 
nent institution as the League of Nations. 

It would therefore be in accord with the recent tendency of 
American policy that a general agreement be negotiated among 
the parties to the Pact of Paris, providing a procedure for imme- 
diate consultation, preferably through the instrumentality of the 
League of Nations, whenever violation of the Pact of Paris is 
threatened, with the object of preventing or stopping hostilities. 

Probably the most effective procedure for carrying out this 
policy would be for the United States and Soviet Russia— 
and also Germany and Japan, if they actually withdraw from 
the League—to agree to meet with the Council of the League 
in case it is summoned according to the usual League proce- 
dure, or at the request of one of these non-member states, 
when a violation of the Pact of Paris has occurred or is 
threatened. 

In the Manchurian crisis of 1931, the United States, at the 
invitation of the Council, did consult with the League. But 
this procedure ad hoc raised serious legal difficulties and 
caused delay. The League of Nations has a permanent secre- 
tariat capable of arranging such a consultation with the least 
possible delay. The details of place, chairmanship, secretarial 
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staff, etc., are already provided for. In such emergency con- 
sultations, speed is the essence of the matter. An invitation 
to stop hostilities and withdraw troops is much more likely to 
be effective if extended before military operations are actually 
under way. Thus the saving of a few hours or even a few 
minutes may be important. 

Moral pressure must also be unanimous if it is to be effec- 
tive. There must be one world-center to focus opinion on the 
problem. Regional or rival meetings will only confuse the 
matter, as was recognized by the United States when it fa- 
vored centralizing discussions in the Chaco dispute at Geneva, 
after the efforts to settle the matter by the mediation of cer- 
tain American powers had failed in June, 1933. The League is 
so widely accepted that no rival center for such consultations 
would seem practicable. Furthermore, the League machinery 
makes it possible for the Council, a relatively small body, to 
represent the League as a whole with the possibility of later 
support by the Assembly. A special consultation arranged 
under the Pact would have to include all the sixty-three 
parties to the Pact, thus making the consultative body slow to 
assemble and unwieldy when assembled. 

Finally, the twelve years of the League’s experience in such 
consultations has established procedures and standards of ac- 
tion of the utmost value. It has, for instance, become clear 
that consultation must be devoted first of all to the problem 
of separating the armies before any question of the merits of 
the dispute or any question as to who is the aggressor is raised. 
The very great value of the immediate dispatch of a commis- 
sion to the spot to supervise the armistice has also become 
clear. Some observers believe that it was the unfamiliarity of 
the Department of State with this practice which not only 
made its attempted co-operation with the League in the Man- 
churian crisis ineffective but actually prevented the League, 
before hostilities were really under way, from carrying out its 
usual procedure of constituting a commission on the spot to 
examine the Japanese claim that they were acting under a 
defensive necessity. 

The League of Nations, if the sanctions under Articles X 
and XVI are eliminated, is in reality little more than an or- 
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ganization ot procedures for consultation in emergencies, for 
conciliation of disputes, for conference on matters of general 
international interest, and for co-ordination of international 
administrative and technical services. The consultation here 
proposed might also be arranged if the United States became 
a member of the League with reservations, if it wished, on the 
sanctioning articles and with the condition that all other states 
would also become members, thus making the League universal. 


6. NON-RECOGNITION OF THE FRUITS OF AGGRESSION 


The possibility always exists that even an immediate and 
unanimous resolution by the consulting states, inviting states 
bent on hostilities to make an armistice under the supervision 
of an international commission, will not be effective. What are 
the consulting states to do then? An examination of the merits 
of the controversy with a view to mediation might be of value, 
although if fighting is actually in progress, this might do little 
good. Abandonment of the consultation and observance of 
impartial neutrality would hardly contribute to the mainte- 
nance of the Pact of Paris. On the other hand, it is clear that 
the United States is not prepared to agree in advance to posi- 
tive sanctions involving an economic blockade or the use of 
military force, and members of the League, although obligated 
to engage in economic sanctions, have not actually put such 
measures into effect on any occasion. 

Circumstances vary so much that a program of sanctions 
fixed in advance could hardly be applicable to all of them. 
The United States might, of course, accept any policy pro- 
posed in a consultation which it considered well adapted to 
the particular circumstances. A consultation may result in any 
type of action upon which the states assembled are unani- 
mously agreed, and perhaps, on the whole, measures adopted 
in this way will be most effective. It may be that a consulta- 
tion of all the states of the world, each government with ample 
powers to take any measures agreed upon, constitutes a more 
effective sanction than agreements imposing on states ex- 
plicit obligations. The measures contemplated in such obliga- 
tions may not be adapted to the particular circumstances and 
consequently may not be applied at all. 
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It would appear desirable, however, for the parties to such 
a consultation to agree in advance to preserve their solidarity 
of action. This seems to be the main effect of the doctrine of 
non-recognition, enunciated by Secretary of State Stimson on 
January 7, 1932, and subsequently accepted by the League of 
Nations Assembly and the Pan-American powers. The resolu- 
tion of the Assembly of February 24, 1933, adopted the sub- 
stance of the Lytton report on Manchuria and declared: 


In adopting the present report, the members of the League intend 
to abstain, particularly as regards the existing régime in Manchuria, 
from any act which might prejudice or delay the carrying out of the 
recommendations of the said report. They will continue not to rec- 
ognize the régime, either de jure or de facto. They intend to abstain 
from taking any isolated action with regard to the situation in Man- 
churia and continue to concert their action among themselves, as 
well as with the interests of states not members of the League. 


On receiving the text of this resolution from the Secretary- 
General of the League, Secretary of State Stimson replied on 
February 24, 1933: 


With those conclusions the American government is in general 
accord. In their affirmations respectively of the principle of non- 
recognition and their attitude in regard thereto, the League and the 
United States are on common ground. 


The United States would then be acting in accord with gener- 
ally accepted policy in urging that a general agreement be nego- 
tiated among the parties to the Pact of Paris, that they will not 
independently recognize any change in the status quo resulting 
from the use of violence contrary to the Pact of Paris. 


Such an agreement would not prevent a collective recogni- 
tion of political changes, however brought about, nor would 
it prevent recognition by individual governments of changes 
arising from internal revolution, insurrection, or other inci- 
dents in which there was no violation of the Pact of Paris. It 
would not, therefore, be an obstacle to all changes of the 
status quo but rather an insistence that changes brought about 
by violence must commend themselves to the collective judg- 
ment of the community of nations before they can be regarded 
as permanent. 
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7. PROCEDURE FOR DETERMINING VIOLATIONS OF THE PACT 


General agreement not to recognize the fruits of aggression 
might not prevent hostilities from proceeding, and it would 
appear that any policy of the consulting powers designed di- 
rectly to influence hostilities, once they were under way, other 
than that of impartial neutrality and watchful waiting, would 
require determination of the aggressor. This last problem has 
proved exceedingly difficult in the absence of definite rules 
limiting the right to make war and a definite procedure for 
preserving peace, but if such rules and procedure have been 
accepted it does not seem to be insoluble. Under such circum- 
stances, consulting states can make impartial recommenda- 
tions calling upon all of the states threatening hostilities to 
observe their obligations. These states will then themselves 
define their position by their willingness to comply with these 
recommendations. During the consultation over the Manchu- 
rian dispute, Japan defined itself as the aggressor and China 
as the victim of aggression to the satisfaction of the United 
States and of all members of the League other than Japan. 

The United States might therefore urge that agreements be 
negotiated among the parties to the Pact of Paris that whenever a 
consultation is begun because of violation or threatened violation 
of the Pact, it shall be assumed that both parties to the controversy 
are bound by the Pact to refrain from hostilities and to comply 
with all resolutions unanimously adopted by the consulting states 
relating to the stoppage of mobilization, the withdrawal of troops, 
or an armistice, the votes of the states in controversy not to be 
counted, and a state shall be entitled to treatment as the innocent 
victim of aggression only if it scrupulously complies with all 
such resolutions. 

Clearly if both states comply with such recommendations, 
fighting would stop, and it ought not to be difficult for a com- 
mission on the spot to determine whether one was complying 
and the other not. In making such recommendations, the con- 
sulting powers would, of course, take into consideration the 
location of the fighting and the obligation of states not to use 
forces outside of their territories as recommended in the sec- 
ond section of this memorandum. 
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The general convention to improve the means of prevent- 
ing war, opened for accession by all states at Geneva in 
September, 1931, provides a detailed procedure in accord with 
the policy here proposed. (United States Treaty Information, 
Bulletin No. 30, March, 1932, p. 18.) 


8. MODIFICATION OF POLICIES RELATING TO NEUTRALITY 


The effort to maintain impartiality in official relations to 
the belligerents, while allowing private trade in arms and 
other materials to continue, subject only to certain rights of 
maritime capture by the other belligerents, characterized the 
practice of neutrality throughout the nineteenth century and 
during the World War. It seems doubtful whether this sys- 
tem of neutrality is adequate either to hasten the end of wars 
or to keep them from spreading. Attempts to follow this pol- 
icy brought the United States into the Napoleonic wars, first 
against the French in 1798 and then against the British in 
1812. The United States kept neutral during the European 
wars from 1854 to 1871. This was perhaps due in part to the 
fact that it had a major war of its own in the middle of this 
period. After “waging” neutrality for two and one-half years, 
the United States entered the World War and the experience 
convinced President Wilson that “Neutrality is no longer 
feasible or desirable where the peace of the world is involved 
and the freedom of its peoples.” It also convinced the assistant 
attorney general in charge of enforcing the laws relating to 
neutrality, that a flexible policy based on interests of the 
moment, or on a collective effort to prevent war, would be 
more expedient. (See Charles Warren, “Troubles of a Neu- 
tral,” Foreign Affairs, April, 1934, pp. 377 ff.) 

A congressional resolution now pending authorizes the 
president to modify the traditional policy of neutrality to the 
extent of laying an embargo on the sale or shipment of arms to 
both belligerents alike. This memorandum has suggested in 
Section 4 that efforts be made to gain general acceptance of an 
obligation to this effect, thus eliminating the possibility of 
extensive neutral profit from the trade in arms. 

It would appear, however, that if consultation has resulted 
in the unanimous conclusion that one of the conflicting states 
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is the innocent victim of aggression, to prohibit that state 
from buying arms would hardly be compatible with its rights 
under the Pact of Paris, while discrimination against the ag- 
gressor by neutrals is clearly justified by the preamble of the 
Pact which withdraws its protection from an aggressor. Fur- 
thermore, it has always been recognized, particularly in the 
preamble of the thirteenth Hague Convention of 1907, that a 
neutral power may modify its neutrality regulations “where 
experience has shown the necessity for such change for the 
protection of the rights of that power.” It would appear 
that collective defense against an aggressor would come 
within this provision. A discrimination of this type might 
also operate as a deterrent to states contemplating aggres- 
sion. 

Such discrimination, if extended merely to trade, would not 
involve neutrals in direct participation in military activities 
and if practiced generally would not draw neutrals into the 
war. Certain discriminations were in fact suggested by Nor- 
man Davis, speaking for the United States at the Disarma- 
ment Conference on May 22, 1933: “In the event,” he said, 
“that the states in conference determine that a state has been 
guilty of a breach of the peace in violation of international ob- 
ligation, and take measures against the violator, then, if we 
concur in the judgment rendered as to the responsible and 
guilty party, we will refrain from any action tending to defeat 
such collective efforts which these states may thus make to 
restore peace.” This, in fact, merely restates the implications 
of the Pact of Paris which were accepted by Secretary Kellogg 
in his discussions with France preliminary to the signature 
of that document concerning the applicability of Article XVI 
of the League of Nations Covenant among states bound by 
the Pact. 

It seems desirable, therefore, that a general agreement be nego- 
tiated according to which neutral states would agree to respect 
sanctioning measures taken by groups of states against a state 
found, after due consultation, to be engaged in hostilities con- 
trary to the Pact of Paris; and to raise the arms embargo (see 
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Sec. 4) in behalf of a state found as a result of consultation to 
be the victim of aggression! 

Several resolutions have been introduced in Congress pro- 
viding for a discriminatory embargo on the shipment of arms. 
These have been supported by both Presidents Hoover and 
Roosevelt, and such a resolution was passed by the House of 
Representatives i in April, 1933. The Senate, however, insisted 
upon an amendment eliminating the discriminatory feature. 
The members of the League are under obligations to go even 
farther than this in discriminating against the trade of states 
at war in violation of the Covenant. The policy here proposed 
has, therefore, a wide measure of acceptance by the states of 
the world. 

4 Professor Schuman believes that the arms embargo should continue to be applied 


to all states engaged in hostilities irrespective of the results of consultation in order to 
minimize the danger of involving the United States in hostilities. 
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III. DEFINITION AND MODIFICATION 
OF THE STATUS QUO 


g. PACIFIC SETTLEMENT OF INTERNATIONAL DISPUTES 


The limitation of armaments and emergency measures to 
stop fighting are necessary supplements to the Pact of Paris, 
but improvement of procedures for settling controversies, be- 
fore they endanger the peace, are also necessary; and it has 
been the traditional American policy to favor the application 
of arbitration and conciliation to international disputes. The 
United States, however, has in recent years lagged behind 
other states in respect of the acceptance of obligations for 
pacific settlement because of its non-participation in the Per- 
manent Court of International Justice and the League of Na- 
tions, and because of its refusal to accept obligations for com- 
pulsory arbitration of all legal disputes. This attitude is to be 
attributed rather to the Senate than to the presidents. While 
nearly all presidents have favored commitments of this kind, 
the Senate has habitually insisted that the agreement sub- 
mitting a particular controversy to arbitration be referred to 
it for approval, even when the controversy is of a kind de- 
clared justiciable by a general arbitration treaty. 

There appears to be no good reason why a claim based upon 
law should not be submitted to an international tribunal, and 
most of the states of the world have now agreed to the com- 
pulsory submission of such disputes by ratifying the optional 
clause of the statute of the Permanent Court of International 
Justice. Where the controversy does not arise from legal 
claims, agreement of the parties will usually be the only meth- 
od of solution, but often the report of a commission of inquiry 
or the recommendation of a commission of conciliation will 
assist the parties in reaching an agreement. The United States 
is bound to submit disputes with most countries to concilia- 
tion under the Bryan treaties, but a more centralized pro- 
cedure has been organized for American disputes in the Pan- 
American treaties of conciliation. The Council of the League 
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offers an even more centralized procedure of mediation, con- 
ciliation, and conference. 

Disputes may be of many varieties and many special types 
of procedure—bilateral, regional, and universal—may doubt- 
less be desirable in order to serve the exigencies of particular 
cases. It would seem, however, that a central body, such as 
the Council of the League, with authority to consider dis- 
putes not disposed of by any other body, is a necessary supple- 
ment to such procedures. 

It is therefore desirable that the present policy in respect of 
bilateral and Pan-American arbitration and conciliation treaties 
be continued; that the statute and the optional clause of the Per- 
manent Court of International Fustice be ratified; and that ad hoc 
membership in the League of Nations be accepted for considera- 
tion of any dispute to which the United States is a party which 
diplomacy has failed to settle and which is not submitted to the 
Permanent Court of International Fustice or to any arbitral or 
conciliatory body. 

The statute of the Permanent Court of International Jus- 
tice has long been pending in the Senate, but not the optional 
clause. The League of Nations Covenant provides in Article 
XVII for ad hoc membership of non-member states for the 
consideration of controversies to which they are a party, and 
Turkey took advantage of this provision in the Mosul case. 
If the United States should not care to become a member of 
the League, there is no reason why it could not utilize the 
League’s experience in considering political controversies in 
case all other means of settling a dispute have failed. 


IO. FACILITATION OF POLITICAL CHANGE 


Social, economic, and political conditions are always chang- 
ing. There may be occasions when a change of law or bound- 
aries is as necessary in the interests of peace as is the determi- 
nation and application of law and treaties. The obsolescence 
of treaties may sometimes be declared by tribunals applying 
the doctrine rebus sic stantibus, but only when it can be shown 
that the parties to the treaty at the time it was made probably 
intended a change in circumstances to terminate the treaty. 
Minor changes in international law have been made by reso- 
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lutions of general conferences and by the ratification of multi- 
partite treaties prepared in such conferences. Through this 
process matters formerly considered within the domestic juris- 
diction of states, such as the size of armaments, the manufac- 
ture of narcotic drugs, labor legislation, etc., have come within 
the domain of conventional international law. Even minor 
territorial changes have been made by diplomacy and inter- 
national conciliation, the devices of plebiscites and commis- 
sions of inquiry sometimes proving useful. Important terri- 
torial transfers have sometimes been effected without war, as 
in the cases of Louisiana and Florida, but usually only because 
of intense political pressure. Formerly royal marriages consti- 
tuted a method of important politica] and territorial change. 

Important political changes, however, have usually oc- 
curred as a result of violence followed by forced treaty or by 
general recognition. The limitations upon recognition pro- 
posed in the Stimson doctrine makes it all the more necessary 
that procedures be developed for effecting political change 
peacefully. It also seems desirable to recognize clearly the 
limits of the Stimson doctrine and to endorse the policy of rec- 
ognizing de facto political changes which have occurred with- 
out violation of the Pact. 

It is still premature to contemplate procedures which would 
deprive states of clear legal rights without their own consent. 
A method might be devised, however, for bringing the pres- 
sure of world-opinion upon states to renounce rights, the 
maintenance of which clearly endangers the peace. 

The proposal] made in Section g for submission of non-legal 
disputes to conciliation or to the Council of the League of Na- 
tions and in Section § for general consultation in times of crises 
opens the way for recommendations in the direction of politi- 
cal change, in certain circumstances. It is to be noted that 
both the commission on the Mosul dispute in 1925 and the 
commission on the Manchurian dispute in 1932 recommended 
important political changes; and that in both cases the rec- 
ommendation was adopted by the League of Nations. In the 
Mosul case, it was also adopted by the parties and brought 
about an apparently permanent settlement; but in the latter 
case, it was rejected by Japan and the problem is still unsettled. 


[ 36] 


The only practicable forum where suggestions for changes 
in the political status quo can be discussed in normal times 
with any possibility of crystallizing world public opinion upon 
a solution is that provided by the League of Nations. Article 
XIX authorizes the Assembly “‘to advise the reconsideration 
of treaties which have become inapplicable and the considera- 
tion of international conditions whose continuance might en- 
danger the peace of the world.’”’ President Wilson originally 
proposed that this provision should be united with the general 
guarantee against territorial aggression (Article 10 of the 
Covenant), thus indicating his view that the League of Na- 
tions should be as much interested in changing as in preserv- 
ing the status quo. Wilson’s intention, however, was some- 
what modified by the separation of the two halves of his ar- 
ticle and the weakening of that part which has now become 
Article XIX. 

It is, therefore, in accord with the position occasionally taken 
by the United States that procedures be developed whereby the 
family of nations may collectively advise reconsideration by 
states of treaties which have become inapplicable, and the con- 
sideration of international conditions whose continuance might 
endanger the peace of the world; that plebiscites conducted under 
international supervision and police, and reports of commissions 
of inquiry on the spot, be used whenever practicable in the prepa- 
ration of such advice with respect to territorial changes; that for 
mal relations be established with the League of Nations permit- 
ting the United States to participate in discussion and to lend its 
weight to such advice under Articles 11 or 19 of the Covenant; and 
that de facto political changes promising permanence and respect 
for international law in the future and not resulting from the use 
of violence contrary to the Pact of Paris, be promptly recognized. 

Special conferences and regional organizations, such as the 
Pan-American and Washington conference groups, may rec- 
ommend changes of the political status guo but on serious 
problems, if moral pressure is to have influence, it must repre- 
sent the moral opinion of the whole world. A single center 
for discussion of the most serious problems of this type—the 
problems calculated eventually to bring about major wars—is 
needed. It therefore seems desirable that the United States 
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should attempt to find some way in which it can add its in- 
fluence to making Article 11, paragraph 2, and Article 19 
of the League Covenant effective. The question whether the 
Assembly should be permitted to make a recommendation 
under these articles by less than unanimous vote, as for in- 
stance by a vote not counting the disputing states as provided 
for disputes under Article 15, or by a vote such as that re- 
quired for amendment of the Covenant, could well be dis- 
cussed as a possible condition of American participation in 
this work. 

The American tradition against participation in non-Amer- 
ican political conferences has almost completely broken down 
during the past thirty-five years. During this period the Unit- 
ed States has participated in the Hague conferences, the 
Boxer Indemnity conference, the Algeciras conference, and 
since the war in the conference of Versailles, the Washington, 
Geneva, and London conferences on naval disarmament, the 
Geneva conference on general disarmament, and other politi- 
cal and economic conferences. Nevertheless, it is probably 
wise for the United States to avoid taking a political position 
on either side of a controversy between European states, each 
of which has many sympathizers and nationals by descent in 
the American population. However, it would seldom be nec- 
essary for the United States to take such a position. The 
members of the Assembly of the League are rarely called 
upon to vote upon political issues directly. Asa rule they vote 
for acceptance or rejection of the reports of expert commis- 
sions. The United States endorsed the report of the Lytton 
commission on Manchuria which recommended important 
political changes in that area, and there would seem to be 
little danger of arousing controversy among national groups 
in the United States by action of this type. 


II. PARTICIPATION IN INTERNATIONAL CONFERENCES 


The tradition of avoiding international entanglements was 
early manifested by a preference for bilateral settlements of 
political problems, and avoidance of participation in general 
international conferences. Thus, the United States ignored 
the French alliance in making peace with England in 1782, 
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acted independently of the Continental European co-belliger- 
ents in making peace with England in 1814, and dealt inde- 
pendently with the Barbary powers and with Denmark in 
opening the Mediterranean and the Baltic to its commerce in 
the early nineteenth century, although all of the commercial 
powers of Europe were interested in the same problems. 

This tradition, however, has gradually been modified. In 
1826 the administration favored participation in the Panama 
conference, called by Bolivar, and in spite of initial opposition 
in Congress this policy was eventually approved, although the 
American delegation arrived too late to participate, and it was 
not until 1889 that the present series of inter-American con- 
ferences was initiated by the United States. The United 
States has since participated in these conferences and in the 
subsidiary Pan-American organizations dealing with legal, 
political, economic, educational, technical, and other types of 
international questions. 

The United States at first acted independently in the Far 
East, but in 1857 while W. B. Reed was minister to China, the 
policy of co-operation with European powers was begun in 
relation to that country. This policy continued while Seward 
was Secretary of State with reference to both China and 
Japan. After a period of independent action, co-operation was 
resumed under Secretary Hay in 1899, and since that date the 
United States has participated with European powers in con- 
ferences concerned with all types of Far Eastern problems, 
including the Peking conference arising out of the Boxer ques- 
tion in gol, and the Washington conference in 1922. 

In regard to African affairs, the United States dealt inde- 
pendently with the Barbary states in the early part of the 
nineteenth century, but it participated in the Tangier con- 
ference on establishing a lighthouse at Cape Spartel in 1865, 
and the Madrid conference on protection of aliens in Morocco 
in 1880. It also participated in the Berlin conference dealing 
with Central African affairs in 1885, although it did not ratify 
the treaty which emerged. In 1890, however, it attended the 
Brussels conference on African slave trade and ratified the 
convention. It has participated in subsequent conferences 
dealing with both Central Africa and Morocco, including the 
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important Algeciras conference of 1906; and, since 1931, it has 
actively co-operated with the League of Nations with respect 
to Liberia. 

In regard to Near Eastern problems, which occupied a 
prominent place in European politics during the nineteenth 
century, the United States attempted to act independently; 
but after the World War, it actively participated in discus- 
sions in this field. President Wilson initiated the King-Crane 
commission to investigate the Syrian question and recom- 
mended the acceptance of an Armenian mandate which, how- 
ever, the Senate declined. The United States did not sign the 
abortive Treaty of Sévres (1920), and attended the Lausanne 
conference (1922-23) which finally made peace with Turkey, 
only through an observer. It signed a separate treaty with 
Turkey at about the same time. 

With respect to territorial problems in Europe itself, the 
United States has kept aloof, except during the World War 
and at the Versailles conference. The Senate, however, re- 
fused its consent to the Treaty of Versailles. The United States 
has, however, to an increasing extent, participated with Euro- 
pean powers in conferences dealing with other types of ques- 
tions of general interest. In technical and humanitarian con- 
ferences and unions dealing with such questions as postal, tele- 
graph, cable, and radio communication, weights and measures, 
health and sanitation, opium and narcotics, and the slave 
trade, it has participated since this type of international ac- 
tivity began in the 1870’s. Although it did not participate in 
the Geneva Red Cross conference of 1864, it adhered to this 
convention in 1882, and has since participated freely and 
energetically in conferences on the codification of internation- 
al law and disarmament, notably at the Hague conferences of 
1899, 1907, and 1930, the disarmament conferences of 1921, 
1927, 1930, and 1932, and the work of the League of Nations 
in both of these fields. 

The United States did not participate in the general Euro- 
pean political conferences at Vienna in 1815, at Paris in 1856, 
and at Berlin in 1878, but it has participated in most of the 
important political and economic conferences since the World 
War, either by official delegate, or by observer, including the 
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peace conferences, certain meetings of the Supreme Council 
and the Council of Ambassadors, and the economic confer- 
ences at Geneva in 1927 and at London in 1933. The United 
States declined membership in the League of Nations and has 
not participated in meetings of the Council and Assembly, 
except by observers on rare occasions. It also declined to par- 
ticipate in the Genoa conference of 1922, and the various rep- 
aration conferences. It at first participated in the reparations 
commission and it accepted, in so far as they affect American 
claims against Germany, the various reparation adjustments 
which resulted from the initiative of such prominent American 
citizens as Charles G. Dawes and Owen Young, who did not, 
however, act as official American representatives. 

This record indicates a growing recognition on the part of 
all states of the importance of international conferences, sup- 
plementing the ordinary diplomatic procedures as a means of 
international legislation and of adjusting international insti- 
tutions and policies to changing technical and political condi- 
tions. It also indicates that American interests have become 
so involved with those of other countries that non-participa- 
tion in such conferences is increasingly difficult. 

The world still has much to learn on the conduct of inter- 
national conferences. When should they be regional? When 
universal? When only of states particularly interested? What 
preparation is necessary? How should the agenda be deter- 
mined? How should the time and the place be determined? 
Should the procedure vary with the subject matter? What is 
suitable for ad hoc conferences? What for periodic confer- 
ences? How should the result of the conference be mani- 
fested? 

Great progress has been made toward the solution of many 
of these problems as the frequency of conferences has in- 
creased during the post-war period. The importance of ade- 
quate diplomatic preparation before the conference meets has 
more and more come to be realized and the opportunities for 
informal conversations among leading statesmen at Geneva 
have often proved of great value in this regard. The success of 
the Locarno conference of 1925 was due in no small measure 
to this type of diplomatic preparation. The contribution 
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which the Secretariat and committees of the League have 
made toward an adequate technical preparation for confer- 
ences has also been significant. Gradually the function and 
technique of consultations in case of emergency, of political 
conferences to deal with situations threatening to cause crises 
in the future, and of legislative conferences to make adjust- 
ments in normal times, are being distinguished. The Ameri- 
can policy with respect to the first two types of conference has 
been considered in Sections § and 1o of this memorandum. 

It appears desirable, therefore, that the policy be continued of 
participating in Pan-American conferences, in conferences deal- 
ing with Far Eastern problems, in universal conferences dealing 
with technical, economic, and legal problems, and in political and 
disarmament conferences involving general world-stability; that 
regional conferences be subordinated to general consultation in 
emergencies threatening the peace; and that the United States 
establish permanent relations with the League of Nations through 
diplomatic representation, membership with reservations, or full 
membership after revisions of the Covenant, which would exclude 
all obligation to participate in positive sanctions, but would as- 
sure the right to participate in Assembly and Council discussions 
of general interest. 

There is little in this suggestion which goes beyond present 
policy. American relations with the League of Nations have 
been greatly modified since 1920 and are now cordial and 
close. President Roosevelt said in his Wilson Day address, 
December 28, 1933: 

Through the League directly, or through its guiding motives in- 
directly, the states of the world have groped forward to find some- 
thing better than the old way of composing their differences. The 
League has provided a common meeting place; it has provided ma- 
chinery which serves for international discussions; and in very many 
practical instances it has helped labor, and health and commerce and 
education, and, last but not least, the actual settlement of many dis- 
putes great and small among nations great and small. Today the 
United States is cooperating openly in the fuller utilization of the 
League of Nations machinery than ever before. I believe that I ex- 
press the views of my countrymen when I state that the old policies, 
alliances, combinations, and balances of power have proved them- 
selves inadequate for the preservation of world peace. The League of 
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Nations, encouraging as it does the extension of non-aggression 
pacts, reduction of armament agreements, is a prop in the world 
peace structure. We are not members and we do not contemplate 
membership. We are giving cooperation to the League in every mat- 
ter which is not primarily political and in every matter which ob- 
viously represents the views and the good of the peoples of the world 
as distinguished from the views and the good of the political leaders, 
of privileged classes, or of imperialistic aims. 


Clearly, action to regularize American relations with the 
League, or even to join it, after suitable revisions of the Cove- 
nant, would be in accord with this statement and would make 
it possible for the United States to contribute to the develop- 
ment of the conference process as a means of continual world- 
adjustment. Without continual participation in such a body 
as the Assembly, which meets annually, and of the Council, 
which meets three or four times a year, contribution to this 
development can hardly be effective. Furthermore, such a 
move would carry with it the solution of the difficult questions 
of American relations with the Permanent Court of Inter- 
national Justice as well as the numerous conferences organ- 
ized by the League of Nations, and now participated in by the 
United States, but concerning the initial preparation of which 
the United States often has an inadequate opportunity to 
exercise influence. 

Congress on June 16, 1934, authorized the President to 
accept on behalf of the United States membership in the 
International Labor Organization, thus indicating a sense of 
the value of international conferences on labor legislation and 
a willingness to join an organization closely related to the 
League. 
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IV. ECONOMIC POLICY AND POLITICAL 
STABILITY 


12. PREVENTION OF THE ABUSIVE EXERCISE OF 
DOMESTIC JURISDICTION 


There is one field of international law, development of which 
seems particularly necessary if invasion of the territory of the 
economically interdependent states of the world is to be pre- 
vented. Many states are, in fact, dependent for existence 
upon markets or sources of raw materials in foreign territory. 
Under present international law, the state with sovereignty 
of such territory may, in the exercise of its domestic jurisdic- 
tion, cut off such markets or sources of raw materials by tar- 
iffs, quotas, or prohibitions. States in an economically de- 
pendent position may well feel that an interpretation of the 
Pact of Paris which prohibits territorial invasion and violent 
acquisition of territory in all circumstances favors the more 
nearly self-sufficient states by making it possible for them to 
bring severe hardships upon the states economically depend- 
ent upon them without fear of military retaliation. (See Philip 
G. Wright, “Tariff Legislation and International Relations,” 
American Economic Review, March, 1933, pp. 16 ff.) 

It is therefore suggested that changes in tariff, currency, or 
commercial policy, be avoided when they impose disproportionate 
burdens upon the economic interests of other states; that uncondi- 
tional most-favored-nation treatment be observed in international 
economic relations, including the economic and civil rights of 
resident aliens; that general agreements be made preventing un- 
reasonable discrimination and the abusive exercise of domestic 
jurisdiction in such relations, and recognizing the duty of com- 
pensation in case foreigners have suffered material loss from such 
abusive exercises of jurisdiction. 

The United States has, since the war, adopted uncondition- 
al most-favored-nation treatment in its commercial treaties. 
Writers on international law have been giving increased at- 
tention to the duties of states to avoid economic injury to the 
nationals of friendly states, and some of them have affirmed 
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that under established principles an abusive exercise of power 
creates a claim to compensation by the foreign victim, wheth- 
er he lives at home or in the territory whose government has 
been guilty of the abusive act. (See S. H. Bailey, ““The Politi- 
cal Aspect of Discrimination in International Economic Rela- 
tions,” Economica, May, 1932, p. 164; citing Politis, “Acadé- 
mie de droit international, Hague, Recuei/, I [1925], 77-109, 
and Campion, De /’exercise anti-social des droits subjectifs, la 
théorie de P'abus des droits, Paris, 1925, p. 452.) It has often 
been recognized in diplomatic controversies and by interna- 
tional tribunals that resident aliens, injured as a result of 
legislation which unreasonably discriminates against them or 
confiscates or destroys the value of their property without 
justification in superior public necessity, are entitled to com- 
pensation to the extent of such injury. (Harvard Research, 
Draft Code on Responsibility of States, Article 7, and com- 
mentary, American Fournal of International Law, Spec. Supp., 
1929, pp. 157-61.) The same principle would seem to entitle 
an individual who lives in his own country to claim compensa- 
tion if he is injured as a result of tariff or other legislation of a 
friendly state unreasonably discriminating against him or 
destroying the value of his property without justification in 
superior public necessity. Where the injury results from mea- 
sures undertaken with the purpose of coercion, as in measures 
of retaliatory embargo, non-intercourse, or boycott, liability 
would depend upon the rules of international law dealing with 
the application of such extraordinary remedies. (See C. L. 
Bouvé, American Fournal of International Law, January, 1934, 
pp- 19 ff.) Where, on the other hand, the injury results from 
measures with a purely domestic purpose, liability would de- 
pend upon the reasonableness of the measures and the pro- 
portionality of domestic benefit to foreign injury. (For in- 
stances of diplomatic protest against tariff and financial legis- 
lation deemed unreasonable, see Borchard, Diplomatic Pro- 
tection of Citizens Abroad, New York, 1919, pp. 181-83.) 
These principles have been set forth by the British jurist, 
Sir John Fischer Williams, in the following language: 
International law as it now is, recognizes an absolute and un- 
qualified right for every state, except in so far as it may be fettered 
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by treaty, to impose what duties it likes on produce coming from 
any other state. This absolute right, indeed, was uppermost in the 
minds of the contracting parties when in that famous passage of the 
Covenant of the League, article 15 (8), they spoke of matters which 
by international law are within “the domestic jurisdiction” of a 
state. And yet, if, on economic matters, international law is to be in 
agreement with the interests of mankind or if, apart from economic 
considerations, it is to be brought into harmony with its own existing 
postulates, it is essential that the free liberty of the imposition of 
tariffs should cease to be a matter of merely national jurisdic- 


In modern conditions, this uncontrolled liberty of tariff making, 
so far from being an unchallengeable dogma of international law, is 
in contradiction with its fundamental principles. Up to the present 
time international law has recognized the independence or, to use 
a word now falling into disrepute, the “sovereignty” of the states 
which are its subjects. One element of this independence, on any 
rational interpretation, is surely the right to protect from wilful 
injury the pursuit, within the territory of the state, of any lawful 
and peaceful calling. But the uncontrolled liberty of tariff making 
by a foreign state may destroy this element of international inde- 
pendence. A foreign state may, by the use of this liberty, stretch 
out a hand into the territory of another state and reduce a section of 
its inhabitants to beggary. Under any reasonable system of inter- 
national law such action would be prima facie a legal wrong and the 
onus of justification would be on the tariff-making state to show that 
some higher interest was served by its tariff. 

A similar conclusion might be reached by applying the accepted 
principles of international law as to the protection by states of the 
interests of their national abroad. It is recognized that if the legisla- 
tion or the judicial decisions of state A discriminate against the 
subjects of state B, by comparison with the treatment of state A’s 
national in respect of their property or personal protection within 
A’s territory, state B has a just cause of complaint. Why is it not 
equally a just cause of complaint that the legislation of state A on 
tariff matters so discriminates? If the answer is that this discrimina- 
tion is required by the higher necessities of the discriminating state, 
again, the interests of persons not subject to its jurisdiction being 
concerned, this is not a matter for its unilateral decision. .. . . 

I do not contend that under a more reasonable international law 
tariffs would cease to exist. International law does not and cannot 
take sides for free trade or protection in the economic controversy. 
But I do contend that the right of a state by unilateral action to 
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damage and perhaps ruin the lawful occupation of another state is 
inconsistent with what ought to be the legal principles by which the 
relations of states are governed, and this inconsistency ought to be 
recognized by a reasonable international law. And I do urge that 
in this matter it is necessary to reconsider dogmas which had their 
origin in conditions when international trade was less important 
than it is today and when, as a general rule, though tariffs may have 
hampered the growth of trade, tariffs were not used as axes to 
destroy utterly what was already in being and vital to the world’s 
life. 

What then is the conclusion? Surely that we ought to seek, by 
treaty with as many states as possible, to limit the sphere of this 
“horrid arbitrariness,” repugnant to sound legal principles and to 
introduce a better and saner conventional international law..... 
[Manchester Guardian, September 13, 1932.] 


13. PROCEDURES FOR PROTECTING THE ECONOMIC 
INTERESTS OF NATIONALS ABROAD 


The proposal that military force be confined to territorial 
defense if put into effect would deprive the individual who has 
made investments abroad, conducts business abroad, or re- 
sides abroad, of the possibility of interposition by the military 
or naval forces of his government in case his life, liberty, or 
property is in danger. International law has developed com- 
plicated rules with respect to the responsibility of a state for 
failure to respect the interests within its territory of aliens and 
the reciprocal right of a state to protect the interests in foreign 
territory of its nationals. These rules have generally been en- 
forced by diplomacy or arbitration, although the use of diplo- 
macy often renders the case more difficult because it becomes 
entangled with the prestige or national honor of the states 
concerned. In backward areas landing forces, occupation of 
customs houses, etc., have frequently been resorted to by all 
of the great industrial states, including the United States, for 
the protection of the interests abroad of their nationals. 

The second Hague Convention of 1907 forbade the use of 
force to collect public contract debts unless an offer of arbitra- 
tion had been refused, and many jurists, especially those of 
Latin America, deny all right of forcible intervention to pro- 
tect nationals with respect to their interests abroad. This 
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position was supported by some of the delegates at the Con- 
ference for the Codification of International Law held at the 
Hague in 1930 under the auspices of the League of Nations. 
It also appears to have been accepted, in spirit at least, by the 
United States in its ratification of the Pact of Paris and its 
signature at Montevideo in 1933 of the Convention on Rights 
and Duties of States, which provides that “no state has the 
right to intervene in the internal or external affairs of anoth- 
er.” (For text of this convention and interpretation by the 
American delegation, see Supp., American Fournal of Interna- 
tional Law, April, 1934, pp. 76-78.) 

To provide a substitute method of protection, it seems desirable 
that agreements be negotiated which define the responsibility of 
States in regard to the economic interests of foreigners; which 
provide international commissions competent to inquire into and 
conciliate economic controversies between governments and na- 
tionals of other states on the application of either party after local 
remedies have been exhausted; and which establish an interna- 
tional court of claims before which an individual or corporation 
can bring claims against a state other than its own for violation 
of such agreements, without the interposition of his government, 
in case the commission referred to has failed to conciliate the 
dispute. 

Such an international court of claims has been frequently 
urged. It would resemble the mixed commissions set up in 
Europe after the World War to liquidate claims by individu- 
als against foreign states, and would have a tendency to with- 
draw from the realm of political discussion a type of contro- 
versy which has tended in recent years to increase. At the 
same time, conciliation commissions would usually be able to 
handle technical or commercial controversies more satisfac- 
torily, thus reducing to a minimum the controversies sub- 
mitted to the more rigid procedure of the court of claims. 

The sovereignty of the state in whose territory the contro- 
versy arises is adequately protected by giving it the oppor- 
tunity to settle the matter through national agencies before 
either international procedure may be resorted to. 
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I4. RENUNCIATION OF IMPERIALISM 


The movement toward self-determination of colonial areas, 
through dominion status, mandate, colonial autonomy, or 
complete independence, has proceeded rapidly in the post-war 
period as illustrated in the cases of the British Dominions, 
India, Egypt, Iraq, the increasing home rule of the Dutch 
East Indies, and the Philippine independence act. Under pres- 
ent conditions, the economic value of colonies to the imperial 
power is questionable, partly because the native inhabitants 
make increasing demands for services and for self-determina- 
tion, partly because the mother-country often has to allow 
full equality of trade to all states, partly because of the high 
military and naval expense of defending and maintaining 
order in such possessions. 

Self-determination of such areas, if granted prematurely, 
might make for imperial rivalries and conflicts, but when a 
community has achieved the essential criteria of independ- 
ence, world-stability is probably promoted by granting inde- 
pendence or a similar status. 

The United States has favored the self-determination of 
nations in principle and has usually been among the first to 
recognize de facto states, thus acknowledging the propriety of 
its own origin. It has recognized the mandate system as a 
process for developing colonial areas toward maturity and in- 
dependence, and has in recent years begun to liquidate its own 
imperial responsibilities. It has withdrawn marines from Nic- 
aragua, Haiti, and Santo Domingo; has modified the Haitian 
and Santo Domingan quasi-protectorate treaties; and has by 
the Cuban treaty of 1934 abandoned the Platt Amendment 
as incorporated in the treaty of 1903. Promises of Philippine 
independence have long been made or implied, and the United 
States has discovered that these islands, once considered a 
base for maintaining economic interests in China, have be- 
come a rival to some American producers and a hostage in the 
hands of Far Eastern powers. Congress has provided for aban- 
donment of American sovereignty in the Islands after a transi- 
tional period of ten years, and the terms have been accepted 
by the Philippine legislature. 
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It is suggested, however, that the Philippine Islands be given 
independence as soon as (1) a treaty can be negotiated with the 
Philippine government liquidating special economic relations of 
the United States in a reasonable period of time and (2) the Four- 
Power Pacific Treaty of 1922 can be extended to apply to the 
Philippines after independence; and that the remaining quasi- 
protectorate treaties with Caribbean and Central American coun- 
tries be re-negotiated, restoring, so far as practicable, the complete 
independence of these countries. 

The only respect in which this differs from actual American 
policy is in urging a more speedy independence of the Philip- 
pines than is provided in existing legislation through the medi- 
um of a treaty, a procedure for which precedent exists in the 
case of the British emancipation of Iraq. By the Four-Power 
Treaty of 1922 the United States, Great Britain, France, and 
Japan agree to respect each other’s insular possessions in the 
Pacific, and to confer with each other in case any of these 
insular possessions are attacked. Continued application of 
this treaty to the Philippine Islands after their independence 
would seem to constitute adequate assurance that the emanci- 
pation of the Philippines would not disturb the political 
equilibrium of the Far Eastern area. 


IS. A BALANCED ECONOMIC POLICY 


The increasing interdependence of the economic structure 
of modern society and the growing significance to the general 
price system of a delicate and infinitely complex credit system 
has increased the responsiveness of economic markets to polit- 
ical conditions. 

The revolutionary amplitude of price fluctuations during 
the past twenty years is directly related to war finance and 
its repercussions on the credit structure. The redirection of 
productive forces in agriculture and industry which was stim- 
ulated by war is in part responsible for the disastrous condi- 
tions of the present time. War itself has become so mecha- 
nized that government demands for armament and munitions 
disturb almost every type of market whenever war exists or 
is threatened. Certain industries thrive on war and war 
scares. Others, however, decline in such conditions and the 
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result is a misdirection of production that destroys confi- 
dence in the stability of markets and produces a setting in 
which falling prices and “excess capacity” eventually lead 
to periods of readjustment and depression. Political stability 
is more closely linked with economic stability in the modern 
world than in previous historic periods. 

Conditions no longer exist which in the past may have 
frequently made it possible for a state, by a conquest or a 
treaty gained by a short war, to increase the markets and 
the economic opportunities of its people, thus quickly aug- 
menting their wealth beyond the losses of the war. Under 
modern political conditions it is difficult to prevent a war 
from spreading and costing a great deal directly, and un- 
der modern economic conditions it is difficult to prevent its 
disrupting the delicate economic equilibrium and costing 
much more indirectly. 

Among modern nations the United States is in the first 
rank with respect to the extent to which it has taken advant- 
age of the productive opportunities of credit, specialization, 
and mass production. Conversely, American economic life is 
increasingly vulnerable to any sudden disturbance of the bal- 
ance of its economic relations. The stability of American eco- 
nomic progress is, therefore, peculiarly dependent upon the 
reduction of the prospects of war. 

Political stability, however, is also dependent upon eco- 
nomic factors. Prosperity and political stability react upon 
each other, steadily broadening the area of political organiza- 
tion and of economic exchange. Depression and political in- 
stability react upon each other in a vicious circle, progressive- 
ly narrowing the area of political and economic co-operation. 
Negotiation of purely economic programs of international co- 
operation are likely to fail under conditions of political ten- 
sion. In times of political stability governments may be will- 
ing to commit themselves to policies looking toward the eco- 
nomic benefit of geographical division of labor and broadening 
international trade. In times of political tension, however, 
they naturally think more of promoting their own self-sufh- 
ciency as a measure of defense whether they anticipate neu- 
trality or belligerency in the threatened hostilities. 
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Thus, economic policy is dependent upon the political at- 
mosphere. It is therefore seldom advisable for governments 
to commit themselves very far to any economic foreign policy 
until an epoch of prolonged political tranquillity becomes 
probable. A state whose economy is wholly dependent on in- 
ternational trade will suffer in times of political tension and 
war, but a state whose economy has become more or less self- 
sufficient will be unable to take advantage of the opportunity 
for increased productivity offered by world-trade in a more 
tranquil political setting. Economic foreign policy under pres- 
ent circumstances should, therefore, be flexible. Long-range 
economic foreign policy aimed directly at securing the full ad- 
vantage of world-trade cannot be safely contemplated until 
there are reasonable prospects for prolonged political sta- 
bility. 

Rigorous government control or regulation—inevitable 
under a program striving toward economic self-sufficiency— 
might increase the difficulty of adjusting the economy of the 
United States to new inventions and discoveries, and accom- 
panying changes in wants and values. Essential flexibility in 
the presence of economic change might therefore be sacrificed 
by a formulation of long-range policy in the light of conditions 
of political instability. Here, again, a flexible economic policy 
would seem to be indicated while efforts are made to lay a 
more dependable foundation for political stability. 

Economic foreign policy should recognize the interdepend- 
ence of all items of the United States’ balance of international 
payments. Policies affecting commodity movements, long- 
and short-term credit, monetary policy, public and private 
debt payments, and “invisible” items are now vested in vari- 
ous public bodies so far as they are subject to government reg- 
ulation at all. In a world in which a considerable measure of 
freedom continued to exist, such inadequacies and contradic- 
tions in public policy were ironed out quite ruthlessly through 
the open market. When control devices multiply, the magni- 
tude of ultimate adjustments increases, and the need for co- 
ordination of at least all public objectives becomes crucial. 
Today tariff agreements are dependent upon monetary policy, 
monetary policy is dependent upon debt settlements, and 
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debt settlements are dependent upon tariff agreements, thus 
closing the circle. A pulling together of all significant controls 
would seem to be essential also to the organization of political 
stability, which is endangered by inconsistent policies emanat- 
ing from the same national government. 

For this reason it is suggested that the best contribution which 
foreign policy can make toward a healthy economic life is the or- 
ganization and maintenance of international political stability; 
that foreign economic policy be kept flexible in order that rapid 
adjustments to changing political and technical conditions may 
remain freely possible; and that in so far as the government un- 
dertakes control of tariff, monetary policy, and long- and short- 
term capital movements such controls be co-ordinated. 


16, AVOIDANCE OF NON-RECIPROCAL INTERNATIONAL 
ECONOMIC RELATIONS 


There is, perhaps, one guide in economic policy which is 
generally applicable, namely that economic transactions 
should rely upon continuing mutual economic interest alone, 
and that political or military threats should not enter into 
either the making or fulfilment of economic contracts. 

This does not involve a decision as to the broad question of 
the desirability of government intervention or non-interven- 
tion, but it does suggest the direction which government in- 
tervention should take in so far as it is resorted to. The gov- 
ernment should take sufficient initiative to assure close co- 
ordination of tariff policy with the development of exports 
and foreign credits. The American policy of the 1920’s stimu- 
lated exports and restricted imports by creating profitable op- 
portunities, in terms of the moment, for short-term and long- 
term foreign credits. These official efforts, coupled with the 
effort to collect war debts, encouraged an unbalanced situa- 
tion which led to disaster. That mistake should not be made 
again. 

It is therefore suggested that private and public international 
economic transactions be avoided, except in so far as liquidation 
may be expected because of mutual economic interest; that in ac- 
cord with this policy the government make no effort to obtain 
foreign markets for American goods and capital, except in so far 
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as it is prepared to open the American market for sufficient im- 
ports to maintain the international balance of payments; that it 
require full publicity as to the purposes of loans so as to dis- 
courage American bankers from making loans to foreign govern- 
ments and corporations for other than economically productive 
purposes; that in so far as political loans may be justified by ex- 
traordinary emergencies it renegotiate them, as soon as the 
political situation giving rise to them 1s over, on terms assuring 
full liquidation within a few years; and that in the absence of 
clear denial of justice it avoid direct intervention in the task of 
collecting defaulted foreign issues held by American nationals. 

The Department of State has in the past exercised a certain 
supervision over the public flotation of foreign loans, mainly 
to prevent such loans being floated for countries in default on 
debts to the United States government. The same principle 
has been enacted by Congress in the Johnson Act of April, 
1934. These procedures, designed to make access to the Amer- 
ican money market a political instrument for the collection of 
political debts are not in accord with the principles here rec- 
ommended. The Securities Act of 193 3 req uires extensive super- 
vision to assure information to the investors of the economic 
character of issues by registration of all securities with the 
Federal Trade Commission. The latter procedure might im- 
pose some check upon the flotation of loans for clearly uneco- 
nomic purposes. 

Loans made, whether by governments or by individuals, to 
foreign governments to wage war, or for other purely political 
purposes, will inevitably be a focus of political resentment 
afterward. No electorate enjoys paying taxes for years with 
nothing to show for it but the memory of a war. The political 
connotation of the war debts owed the United States assured 
that they would be a continuing source of international fric- 
tion as long as they existed. Each debtor state might doubt- 
less have paid something and it would have been wise for the 
United States to have demanded no more than each state 
could have raised by a bond issue sold to the general public 
and could have transferred to the United States within a year 
or two without serious effect on the international exchanges. 
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Insistence on full payment by the Johnson Act has resulted in 
general default on payments with the exception of Finland. 

Military or political pressures to collect debts which gov- 
ernments find themselves embarrassed to pay leads to re- 
sentment. The inexpediency of such methods of collection was 
asserted in the “Drago doctrine,”’s which was in part incorpo- 
rated in the second Hague Convention of 1907. Even official 
diplomatic pressure to collect debts associates the problem 
with political prestige to an unfortunate extent. Where de- 
fault has occurred because of arbitrary or discriminatory acts 
classified by international law as “denials of justice” govern- 
ment interposition may be advisable. Apart from such cir- 
cumstances the United States has traditionally confined its 
efforts in the collection of contract debts due to American 
nationals by foreign governments to the use of “good offices” 
(J. B. Moore, Digest of International Law, V1, 705 ff.). Direct 
negotiations with respect to the payment of such debts can 
best be left to unofficial bodies, such as the Foreign Bond- 
holders’ Protective Council, Inc., of the United States, and 
similar organizations in England and France. In this way, 
international finance can be confined to reciprocal economic 
interests. Default will be penalized by the loss of the debtor’s 
ability to float more loans but will not be a source of inter- 
national political friction. Furthermore, by adjusting its com- 
mercial policy so that in its total trade it would import more 
than it exported, the United States could make it easier for 
the debtor governments to buy the exchange with which 
to pay the debts. The debt-paying process might thus be 
considerably assisted without any external political compli- 
cations. 

5 Sefior Luis M. Drago, Argentine Minister of Foreign Relations, in a note to the 
United States on December 29, 1902, supported “the principle that the public debt 
cannot occasion armed intervention nor even the actual occupation of the territory 


of American nations by a European power.” (United States Foreign Relations (1903), 
pp- 1-5; J. B. Moore, Digest of International Law, V1, 593.) 


V. AMERICAN AND FAR EASTERN POLICIES 
I7. MAINTENANCE OF THE MONROE DOCTRINE 


Regional policies, characteristic of American history, have 
tended to be superseded by general policies. Regional policies 
have in some instances decentralized action to preserve peace 
in times of crisis. Again, they have tended to create hostile 
regional “blocs’’ and geographic discriminations in matters of 
commerce and immigration. Finally, they have sometimes re- 
sulted in spheres of interest and regional imperialisms. Be- 
cause of these tendencies the elimination of regional policies 
appears to be in accord with the spirit of the Pact of Paris. 
But certain regional policies still exist, especially those refer- 
ring to the states of the New World, and the utility of certain 
of these policies has been expressly recognized in Article 
XXI of the League of Nations Covenant, which declares that 
“nothing in this covenant shall be deemed to affect the valid- 
ity of international engagements, such as treaties of arbitra- 
tion, or regional understandings like the Monroe Doctrine, for 
securing the maintenance of peace.” 

The Monroe Doctrine was at one time interpreted to justify 
the United States in the exercise of a police power over other 
American countries in order to prevent conditions arising 
within them which might result in intervention by non-Ameri- 
can powers. A prohibition against the use of institutions 
mainly controlled by non-American states in settling Ameri- 
can disputes is a broader implication which, however, has 
never been officially accepted. The assumption that the 
Monroe Doctrine made the American countries, especially the 
Caribbean countries, a sphere of economic and financial inter- 
est to the United States from which non-American inter- 
ests were excluded has also never been officially accepted. 

In its original statement and its most recent interpretation, 
set forth briefly in the report by the Senate Committee on 
Foreign Relations upon the Pact of Paris, and more extensive- 
ly in the memorandum by J. Reuben Clark, prepared for the 
Department of State in 1928 and published in 1930, the Mon- 
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roe Doctrine is a statement solely of relations between the 
United States and non-American countries; and in this sense 
it seems to accord fully with the Pact of Paris. 

It seems wise, then, that the Monroe Doctrine be maintained, 
but interpreted as signifying an objection by the United States, 
as well as by the other American states, to the extension by non- 
American powers of their territory or political influence in the 
Western Hemisphere, with the understanding that any contro- 
versy as to its interpretation 1s subject to settlement by the normal 
international procedure for dealing with international con- 
troversies of a non-legal character. 

Under the Pact of Paris, the United States is clearly pre- 
cluded from resort to force against a non-American state 
which it thinks has violated the Monroe Doctrine by any 
method short of military invasion, but it would be entitled to 
submit the question to conciliation under the Bryan treaties 
or other pacific procedure. If, however, the breach of the 
Monroe Doctrine has resulted from the use of military force 
by a non-American state against an American state, the form- 
er would itself have violated the Pact and so would no longer 
be entitled to its benefits. Thus after appropriate consulta- 
tion the United States would in such circumstances be free to 
take whatever measures of mutual defense might have been 
agreed upon by the American states or might be agreed upon 
in the general consultation. 

The Monroe Doctrine has been closely related to Pan- 
Americanism, the latter having developed in periodic confer- 
ences and permanent institutions among the American repub- 
lics, mainly of a legal and cultural character, although pro- 
cedures of pacific settlements and proposals for economic soli- 
darity have been developed. This system should not be per- 
mitted to interfere with the centralization of consultation 
under the Pact of Paris in emergencies threatening the peace, 
and in the recent Chaco and Leticia disputes the United 
States and other American states supported the centralization 
of procedure at Geneva. 

Special economic arrangements have not, in fact, developed 
appreciably within the Pan-American system, and the United 
States will probably continue to maintain the unconditional 
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most-favored-nation policy preventing special preferences to 
these countries. The liquidation of Caribbean imperialism, 
already referred to, would strengthen the spirit of Pan-Ameri- 
canism and the general American acceptance of the Monroe 
Doctrine. 

Canada has on rare occasions participated in technical 
meetings of the American countries, and unofficial Canadian 
writers have occasionally asserted that Canada’s defense de- 
pends more upon the Monroe Doctrine than upon the imperi- 
al connection with Great Britain. There seems no good reason 
why Canada should not become a member of the Pan-Ameri- 
can organization. Undoubtedly a solidification of the Pan- 
American organization would assist in the peaceful preserva- 
tion of the Monroe Doctrine. 


18. A CO-OPERATIVE FAR EASTERN POLICY 


Far Eastern policy has centered around the interests of the 
United States in the potential Chinese market and has in- 
cluded the “open door,” the territorial and administrative in- 
tegrity of China, and occasional] co-operation with the great 
powers to maintain these principles. The co-operative phase 
of this policy, however, has been less established than the 
others. The United States has sometimes stood aloof, as it 
does ordinarily in regard to European political problems, and 
has sometimes attempted to dictate in a way suggestive of its 
occasional treatment of American political problems. The 
Washington conference treaties, however, seem to contem- 
plate a policy of international consultation participated in by 
the United States not only with respect to policies concerning 
China but also with respect to naval ratios and the status of 
Pacific islands. 

These principles were asserted in connection with the Man- 
churian crisis of 1931-33, although consultation was conduct- 
ed by means of the League of Nations rather than on the basis 
of any of the Washington consultative agreements. Japan has 
been successful, for the time at least, in altering the de facto 
status of Manchuria in violation of the Washington Nine- 
Power Treaty, as well as of the Pact and the Covenant, in 
spite of general acceptance of the Stimson doctrine against 
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recognition of “Manchukuo” and of Secretary Stimson’s dec- 
laration of the interdependence of the Washington treaties. 
This has weakened the effectiveness of American foreign pol- 
icy in the Far East but it has not altered it to date. 

Nor is its basis altered by the fact that the development of 
Soviet and Japanese rivalries, particularly in Mongolia and 
Chinese Turkestan, may be precursors of efforts to control 
China from the north as was done in past ages rather than from 
the sea coast as was attempted in the nineteenth century. 
These new factors may very well make it more difficult to 
preserve conditions under which China can have an oppor- 
tunity through her own energies to develop a suitable rela- 
tionship with the modern world. There is no obvious reason 
why such a program for the development of China is not as 
much in the interests of China and of general world-stability 
now as it ever was. The new factors, however, suggest that a 
more elaborate system of consultation is necessary in order 
to preserve the open door and the territorial integrity of 
China and peace in the Far East. A Far Eastern system of 
consultation must be superseded by a general system to pre- 
serve the Pact of Paris. 

It is not clear whether Japan will be able by a policy of 
aggressive imperialism to create conditions of permanent 
stability in China. To date its efforts seem rather to have 
halted the progress of China toward internal stability and to 
have presented a serious danger of war between itself and 
the Soviet Union. 

The United States would be at a great disadvantage in 
carrying on activity of a military character on the western 
side of the Pacific, and it is not clear that any advantage 
would come even if such an effort were successful. On the 
other hand, the possession of the Philippines is a military 
weakness. Without this hostage in the hands of potential Far 
Eastern enemies, the United States might be able to apply an 
economic weapon with effectiveness if in any future emer- 
gency general consultation should decide such a policy to be 
advisable. The same considerations apply to the possession 
of Guam and Samoa though in a less degree. Along with the 
abandonment of American territorial imperialism in the Far 
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East, it would also appear to be in accord with our Far 
Eastern policy to end the interminable discussions with China 
about extraterritoriality by agreement with the other powers 
to abandon it.® 

It is therefore suggested that the doctrine of the open door and 
of the territorial and administrative integrity of China be main- 
tained; that general consultation under the Pact of Paris be 
utilized to maintain these doctrines; that changes contrary to these 
doctrines, including the establishment of “Manchukuo,” be 
recognized only as a result of general agreement resulting from 
such consultation; that extraterritoriality in China be relin- 
guished by general agreement of the treaty powers; and that 
oriental immigration be regulated by the quota system. 

While immediate changes in Japanese policy are not to be 
anticipated, every effort should be made to restore friendly 
relations with Japan. It seems probable that the passage of 
the Exclusion Act in 1923, contrary to “‘the gentlemen’s agree- 
ment” of 1908, and the indifference of Congress to the repre- 
sentations of Japanese merchants while the Smoot-Hawley 
tariff was under consideration contributed to the weakening of 
the prestige of the Shidehara policy. This policy, grounded 
on the Washington treaties, was designed to solve Japan’s 
population problem by further industrialization of that coun- 
try and the increase of exports of manufactured articles to the 
United States and China. A contribution might be made 
toward improving relations with both Japan and China by 
abandoning the policy of placing Asiatic immigration under 
special exclusion and putting these countries under the gen- 
eral quota law, which would not in fact enlarge appreciably 
their immigration to the United States. Reciprocity treaties 
might also be negotiated with both China and Japan, un- 
der the unconditional most-favored-nation clause, reducing 
the tariff on manufactured commodities in which they are 
especially interested and which do not seriously compete with 
American industries. 

6 Professors MacNair and Harper agree that it is desirable that extraterritoriality 


be abolished as soon as it is no longer needed but believe it will be needed until 
China is competent to assume the obligations of a fully sovereign state. 
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VI. DOMESTIC MEASURES FACILITATING THE 
CONDUCT OF FOREIGN POLICY 


Ig. DELEGATION OF ADEQUATE POWERS TO THE PRESI- 
DENT TO CONDUCT FOREIGN RELATIONS 


Under the Constitution the president is the representative 
authority of the United States for conducting international 
negotiations, but by constitutional provision and interpreta- 
tion his powers are subject to serious limitations, especially 
with respect to treaty-making, submissions to pacific settle- 
ment, and commercial agreements. 

Congress provides an excellent means for ascertaining the 
state of public opinion on current issues, and knowledge of 
that opinion is indispensable for the efficient conduct of for- 
eign policy, but Congress is not well adapted to shape foreign 
policy, except in its most general lines. The members of the 
Senate and the House are necessarily dependent upon constit- 
uencies with more interest in local than in international af- 
fairs. They have limited opportunities of coming into direct 
contact with foreign affairs, and their chief interests must al- 
ways be in domestic problems. 

The rule requiring consent of two-thirds of the senators 
present in the making of treaties was adopted to protect sec- 
tional interests. It has not worked well, however, and a modi- 
fication of the Constitution, conferring the treaty-making 
power upon the president and a majority of both Houses, 
would appear to be desirable. 

In any case, it seems desirable that the president be authorized 
by Congress to declare and enforce arms embargoes according to 
the principles set forth in treaties and legislation; to submit con- 
troversies involving the United States to judicial settlement, arbi- 
tration, conciliation, or consideration by the League of Nations 
under the terms of treaties accepted by the Senate; to negotiate 
independently for the liquidation of all debts or claims of the 
United States or its nationals against foreign states; and to nego- 
tiate reciprocal tariff agreements on the basis of unconditional 
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most-favored-nation treatment, modifying tariff rates to a degree 
fixed by Congressional legislation. 

If action in time of emergency is to be effective to preserve 
peace, time is of the essence. Under the Constitution the 
president has power to consult with foreign governments with 
respect to international problems and to recognize or not to 
recognize governments, states, and territorial transfers, to 
proclaim neutrality, and to give or withhold diplomatic pro- 
tection with respect to American citizens abroad and shipping 
at sea; but for an embargo on arms or other materials Con- 
gressional authorization is necessary and should be accorded. 
Probably the president has full power as commander-in-chief 
of the army and navy to use these instruments, short of war, 
to protect American nationals abroad, to defend American 
territory, or to compel observance of American treaties. Con- 
gress has sometimes attempted to limit these powers, but it 
can do nothing effective except to cut down appropriations. 

The inherent powers of the president to submit disputes to 
arbitration, except in so far as they might result in a loss of 
American territory or charge on the treasury, has been assert- 
ed by many writers, and claims of the United States against 
foreign states have been thus submitted; but, in recent trea- 
ties, the Senate has insisted that the “‘compromis”’ or instru- 
ment submitting the dispute to arbitration shall be a “trea- 
ty.” Abandonment of this requirement is proposed in the 
Pan-American arbitration treaty, but the Senate has made 
reservations eliminating this feature, and the treaty is not 
yet ratified. Settlement of claims of the United States di- 
rectly by executive agreement instead of by arbitration has 
also been common, and it would seem that since the presi- 
dent alone is in a position to ascertain the possibility of col- 
lecting from foreign governments, the power should be given 
him with respect to the war debts as well as other American 
claims. 

The Congressional process of tariff-making, controlled as it 
is by lobbies and log-rolling, makes it exceedingly easy to 
raise schedules but difficult to reduce them. Consequently 
the tendency is for a steady reduction of imports, irrespective 
of the general commercial or financial relations of the coun- 
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try. By the tariff act of 1934 Congress has given the president 
power to negotiate reciprocal tariff agreements after suitable 
hearings. The administration proposes to adhere to the un- 
conditional most-favored-nation policy in negotiating such 
agreements. This will prevent discrimination and make pos- 
sible a general reduction of the tariff through the negotiation 
of such agreements. 


20. ENLARGEMENT OF DEPARTMENT OF 
STATE APPROPRIATIONS 


The president cannot conduct foreign relations in a vacu- 
um. He must have the support of public opinion, but unless 
public opinion is informed, wise policies cannot be executed. 
Informed public opinion depends in part upon adequate ap- 
propriations for State Department publications and press re- 
leases. 

Efficient foreign and home services to perform the technical 
work of the department are equally important, if details of 
policy are to be efficiently executed. 

The niggardliness of Congress in appropriating for the De- 
partment of State is proverbial. The publication of diplomat- 
ic correspondence is years behind schedule because of inade- 
quate funds. The home service of the department is greatly 
understaffed and underpaid. The foreign service is underpaid 
and recent reductions in appropriations have required dis- 
continuance of a number of posts. While some embassy and 
consular buildings have been purchased and staff allowances 
voted in some cases, much more money could usefully be spent 
for these purposes, thus reducing the burden upon the per- 
sonal income of American diplomats and making it less neces- 
sary to prefer men of wealth for many missions. 

At present, the United States spends as much for the army 
and the navy in a day as it does for the Department of State 
in a year. While the foreign offices cost the British, French, 
Italian, and German governments 20 to 60 cents for every 
$100 of the national budget, the Department of State costs 
the United States only about § cents for every $100 of the 
national budget. These European governments spend from 
$1.00 to $8.00 on their foreign offices for every $100 spent on 
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the army and navy, while the United States spends only 32 
cents on the Department of State for every $100 spent on the 
army and navy. 

It is then suggested as a contribution to efficient foreign policy 
that appropriations for the Department of State be greatly in- 
creased by Congress, especially to enlarge the publication of offi- 
cial materials and to increase the efficiency of the home and for- 
eign services of the department. 


Signed: 
ELutsworru Faris WILLIAM F, OcBuRN 
Harry D. GipeonsE DONALD SLESINGER 
SAMUEL N. Harper Bernapotre E. Scumittr 
Subject tocomment Frep L. ScuuMAn 


on p. 60 Subject to comment 
Harvey F, MacNair on p. 33 
Subject to comments GrirFrirH TAYLOR 
on pp. 15, 60 Quincy WRIGHT 


PRINTED 
IN USA 


Be Sa hla 


* 








A POSITIVE PROGRAM 
FOR LAISSEZ FAIRE 


SOME PROPOSALS FOR A LIBERAL 
ECONOMIC POLICY 


HENRY C. SIMONS 
Assistant Professor of Economics 
The University of Chicago 


PUBLIC POLICY PAMPHLET No. 15 
HARRY D. GIDEONSE, Editor 





THE UNIVERSITY OF CHICAGO PRESS 
CHICAGO - ILLINOIS 









COPYRIGHT 1934 BY THE UNIVERSITY OF 
ALL RIGHTS RESERVED. PUBLISHED NOVEM! 
SECOND IMPRESSION JULY 1935 
COMPOSED AND PRINTED BY THE UNIVERSITY OF C ICAC 
: CHICAGO, ILLINOIS, U.S.A. 
i 
i, 
¥ 
> 
i A] 
ny 
. 7 i) 
4 Apis Te 
1 4 May br thie the 





INTRODUCTION BY THE EDITOR 


Laissez faire never was a mere do-nothing policy. Histori- 
cally, it developed as a vigorous attack upon entrenched so- 
cial, commercial, and industrial privilege. Economic freedom 
(any freedom?) can never be absolute freedom. It must al- 
ways mean freedom within a given social framework of legal 
standards and regulatory practices. There is no security—as 
John Stuart Mill’s leading pupil said in his inaugural lecture 
in 1870—‘‘that the economic phenomena of society, as at 
present constituted, will always arrange themselves spon- 
taneously in the way which is most for the common good.” 

The imperative need for a positive program of economic 
legislation is admitted by all parties to the present contro- 
versy over public policy. The vital issues lie between those 
who would inflict upon the state responsibility for all sorts of 
detailed regulations of economic life, and those who would 
preserve a competitive situation and minimize the responsi- 
bility of the state. The former is the road we are now travel- 
ing. The latter would involve a recasting of the framework 
within which freedom is to operate. 

Professor Simons’ pamphlet is an original and comprehen- 
sive plea for the preservation of economic freedom as the ulti- 
mate agency of control. His main purpose is the criticism of 
current policy by the definition of a vitally different program 
in which—in his own words—the state would undertake to 
establish such conditions that it might avoid the necessity of 
regulating “the heart of the contract,” that is to say, the 
price system itself. This essay also gives the first detailed 
statement of the only novel proposal concerning banking re- 
form that has come out of our recent disastrous experience. 
This so-called “Chicago” or “‘1oo Per Cent Reserve” plan is 
likely to figure prominently in future discussions of monetary 
reform. 

This is the fifteenth of a series of Public Policy Pamphlets 
which the University of Chicago Press is publishing. Fre- 
quently the scholarly journals give no attention at all to prob- 
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lems that have an acute public interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable service by making avail- 
able to the public whatever special training and information 
it may have at its disposal. The continuation of such a series 
will, of course, depend upon its reception by the public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 

Harry D. GIDEONSE 
November 10, 1934 


A POSITIVE PROGRAM FOR LAISSEZ FAIRE 


SOME PROPOSALS FOR A LIBERAL 
ECONOMIC POLICY 


This is frankly a propagandist tract—a defense of the thesis 
that traditional liberalism offers, at once, the best escape 
from the moral confusion of current political and economic 
thought, and the best basis or rationale for a program of eco- 
nomic reconstruction. This view has been widely ridiculed of 
late, by communists and fascists, by most of our “liberal” re- 
formers and politically ambitious intellectuals. Old-fashioned 
liberals, and the more orthodox economists especially, have 
responded meagerly to the attack; only their position is in- 
adequately represented in the welter of current controversy. 
Consequently, one is impelled to try, humbly but uncompro- 
misingly, to state that position, and to indicate specifically 
how economic reconstruction might be achieved along lines 
dictated by a faith in liberty. 

There is in America no important disagreement as to the 
proper objectives of economic policy—larger real income, 
greater regularity of production and employment, reduction 
of inequality, preservation of democratic institutions. The 
real issues have to do merely with means, not with ends (or 
intentions); but the future of our civilization hangs in bal- 
ance as these issues are decided; and those whom the recent 
crisis has brought to positions of political and intellectual 
leadership seem to lack insight as to the nature of our eco- 
nomic ills or the effects of their own prescriptions. 

We have witnessed abroad the culmination of movements 
from constitutional government to dictatorships, from free-. 
dom back to authority. This spectacle, for most of us, is re- 
volting; and the experience, something to be avoided at all 
costs. Yet, faced with the same problems, we adopt measures 
and accept political slogans which call explicitly for an “Amer- 
ican compromise,” that is to say, for more authority and less 
freedom here and now. Thus do we justify and rationalize a 
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policy of accelerating movement in a direction which we 
_- overwhelmingly disapprove. 

The real enemies of liberty in this country are the naive 
advocates of managed economy or national planning; but 
with them we must agree on one vital point, namely, that 
there is now imperative need for a sound, positive program of 
economic legislation. Our economic organization is perilously 

© near to disintegration and collapse. In earlier periods, it could 

‘, be expected to become increasingly strong if only protected 

( from undue political interference. Now, however, it has 

, reached a condition where it can be saved only through adop- 
tion of the wisest measures by the state. Modern democracy 
arose under conditions which made only negligible demands 
for intelligence in economic legislation; it remains soon to be 
seen whether democracy can survive when those demands are 
very great. 

It is the main purpose of this tract to criticize current 
policies, simply by defining the main elements of a vitally 
different program. Part I undertakes to present the minimum 
of general analysis.or diagnosis which seems essential for ex- 


position of the program and specific proposals presented in 
Part II. 
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PART I 


Much significance has been, and should be, attached to the__ 


simultaneous development of capitalism and democracy. In- 
deed, it seems clear that none of the precious ‘‘freedoms” which 
our generation has inherited can be extended, or even maintained, 
apart from an essential freedom of enterprise—apart from a 
genuine “division of labor” between competitive and political 
controls. The existence (and preservation) of a competitive 
situation in private industry makes possible a minimizing of 
the responsibilities of the sovereign state. It frees the state 
from the obligation of adjudicating endless, bitter disputes 
among persons as participants in different industries, and 
among owners of different kinds of productive services. In a 
word, it makes possible a political policy of laissez faire. 
This policy and the correlative political philosophy, nine- 
teenth-century liberalism, have been subjected latterly to 
gross misrepresentation and to shallow satirical jibes in the 
“new economics.” The representation of laissez faire as a 
. merely do-nothing policy is unfortunate and misleading. [tis 
_an obvious responsibility of the state under this policy to 
maintain the kind of legal and institutional framework within 
whic unction effectively as an agency of © 
control. The policy, therefore, should be defined p positively, 
‘as one under which the state seeks to establish and maintain 
such conditions that it may avoid the necessity of regulating 
“the heart of the contract’’—that is to say, the necessity of © 
regulating relative prices. Thus, the state is charged, under 
this * ‘division of labor,” with heavy responsibilities and large 
“control” functions: the maintenance of competitive condi- 
tions in industry; the control of the currency (of the quantity 
and value of the effective money); the definition of the insti- 
tution of property (especially with reference to fiscal prac- 
tices)—not to mention the many social-welfare activities. 
The great errors of economic policy in the past century may 
be defined—and many of our present difficulties explained— 
in terms of excessive political interference with relative prices, __ 
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and in terms of disastrous neglect of the positive responsi- 
bilities of government under a free-enterprise system. Our 
governments have tinkered interminably with relative prices 
(witness the tariff). On the other hand, they have never really 
tried to maintain effectively competitive conditions in indus- 
try (witness the “rule of reason” and the absurd grants of 
powers to corporations). They have evaded—when they have 
not abused—their responsibility of controling the currency 
(witness the growth of private banks which provide, and po- 
tentially can destroy, all but a small percentage of our total 
effective circulating media). Moreover, they have scarcely 
recognized the obligation, or the opportunities, of mitigating 
inequality through appropriate fiscal practices—that is to say, 
through appropriate definition of the institution of property. 
Consequently, the so-called failure of capitalism (of the free- 


enterprise system, of competition) may reasonably be inter- 
preted as primarily a failure of the political state in the dis- 
charge of its minimum responsibilities under capitalism. This 
SW Tay SaGeeSt reasons for skepticicn eee to 
currently popular schemes for curing our ills. 

It seems clear, at all events, that there is an intimate con- 


nection between freedom of enterprise and freedom of dis- 
cussion, and that political liberty can survive only within an 


effectively competitive economic system. Thus, the great ene- 


my of democracy 1s monopoly, in all its forms: gigantic corpo- 


rations, trade associations and other agencies for price con- 
trol, trade unions—or, in general, organization and concentra- 
tion of power within functional classes. Effectively organized 
functional groups possess tremendous power for exploiting the 
community at large and even for sabotaging the system. The 
existence of competition within such groups, on the other 
hand, serves to protect the community as a whole and to give 
an essential flexibility to the economy. The disappearance of 
competition would almost assure the wrecking of the system 
in the economic struggle of organized minorities; on the poli- 
tical side, it would present a hopeless dilemma. If the organ- 
ized economic groups were left to exercise their monopoly 
powers without political restraint, the result would be a usur- 
pation of sovereignty by these groups—and, perhaps, a domi- 
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nation of the state by them. On the other hand, if the state 
undertakes to tolerate (instead of destroying) such organiza- 
tions and to regulate their regulations, it will have assumed 
tasks and responsibilities incompatible with its enduring in a 
democratic form. 

Thus, for one who prizes political liberty, there can be no 
sanguine view as to where the proliferation of organization 
leads. If the state undertakes, under popular government (or 
perhaps under any other form), to substitute its control for 
competition in the determination of relative prices and rela- 
tive wages, the situation must soon become chaotic. Con- 
gressional meddling with relative prices through tariff legis- 
lation has never hurt us severely, for we have had within our 
tariff walls an enormous free-trade area. The legislative his- 
tory of the American tariff, however, does suggest most clearly 
the probable outcome of an experiment in the political manip- 
ulation of the whole structure of internal prices. That our 
political system could endure either the economic effects of 
such control, or its consequences for political morality, is at 
least highly improbable. 

If popular government did for a time achieve that infinitely 
wise and effective control which would be necessary merely to 
prevent economic collapse, the system could not survive. 
Political determination of relative prices, of relative returns 
from investment in different industries, and of relative wages 
in different occupations, implies settlement by peaceful nego- 
tiation of conflicts too bitter and too irreconcilable for deliber- 
ate adjudication and compromise. The petty warfare of com- 
petition within groups can be kept on such a level that it pro- 
tects and actually promotes the general welfare. The warfare _ 
among organized economic groups, on the other hand, is un- 
likely to be more controllable or less destructive than warfare 
among nations. Indeed, democratic governments would have 
hardly so good a chance of arbitrating these conflicts tolerably 
as have the League of Nations and the World Court in their 
field. 

Suppression of the competitive struggle within economic 
groups, and their organization into collective fighting units, 
will create conditions such that only ruthless dictatorship can 
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maintain the degree of order necessary to survival of the 
population in an economy of intricate division of labor. Under 
these circumstances, the distribution of power among nations 
is likely, by the way, to be altered drastically in favor of those 
people best disciplined to submission and least contaminated 
with dangerous notions about the rights of man. In the West- 
ern world, the price of short-run security under such political 
arrangements is likely to be greater insecurity in the long 
run; for Western peoples will probably insist on changing dic- 
tators occasionally, even at the expense of catastrophic up- 
heavals, disintegration of national units, and progressive 
political and economic separatism. 

/ It seems nowise fantastic, indeed, to suggest that present 
developments point toward a historic era which will bear 
close resemblance at many points to the early Middle Ages. 
With the disappearance of the vestiges of free trade among 
nations will come intensification of imperialism and increas- 
ingly bitter and irreconcilable conflicts of interest interna- 
tionally. With the disappearance of free trade within national 
areas will come endless, destructive conflict among organized 
economic groups—which should suffice, without assistance 
from international wars, for the destruction of Western civil- 
ization and its institutional heritage. 

Thus, the increasing organization of interest groups (mo- 
nopoly) and the resurgence of mercantilism (“planning’ id 
promise an end of elaborate economic organization (of exten- 
sive division of labor, nationally and internationally), and an 
end of political freedom as well. If the situation is not yet 
hopeless because of the technical difficulties of turning back 
(and I refuse to believe it is), one finds abundant reason for 
despair in the fact that our sophisticated generation seems 
simply not to care. It has become unfashionable to reveal af- 
efction for democracy; and the meager curiosity about the 
future of our institutions leads only to the publication of our 
cheapest romantic literature in the guise of economics. 

Competition and laissez faire have not brought us to heav- 
en. The severe depression, regarded as resulting from com- 
petition instead of from the lack of it, naturally produces an 

“ impairment of our affection for the system. But the wide- 


* Numbers refer to notes, pp. 38-40. 
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spread disposition to deprecate our institutional heritage 
seems explicable only in terms of general unwillingness and 
inability to consider seriously what the actual alternatives 
are—where new roads lead—or, whatever their destination, 
how much human suffering must be endured on the way. Few 
people are now interested in assessing the opportunities for 
remodelling the old system without destroying its founda- 
tions. Worst of all, perhaps, is the popular disposition to ac- 
cept from zealous “uplifters” devices for salvaging our in- 
stitutions which are, in fact, the most effective means for 
undermining them irreparably. 


. 

Let us consider now what circumstances are most inimical, 
within the old system, to production of a large social income 
(to economic efficiency). The effective functioning of our eco- 
nomic organization requires full utilization of existing re- 
sources, including labor, use of the best available technical 
methods, and, less obviously, economical allocation of re- 
sources among available, alternative uses. This latter aspect 
of the problem may well be emphasized here. 


Any judgment of efficiency implies a standard or scale of 
values—merely physical efficiency is an absurd conception. 
For economic analysis, such a scale of values is available in 
the market values (prices) of commodities. These market 
values, being the result of competitive purchase by persons 
free to utilize purchasing power as they please, may be ac- 
cepted as measuring roughly the relative importance (for the 
community) of physical units of different things. To be sure, 
these prices are the result of free disposition of purchasing 
power by individuals of widely different income-circum- 
stances. But the problems of efficiency and of inequality may 
usefully be separated for purposes of discussion—and proper- 
ly, if one accepts the view that the appropriate measures for 
improving efficiency and for mitigating inequality are, within 
fairly wide limits, distinct and independent. 

Efficient utilization of resources implies an allocation such 
that units of every kind of productive service make equally 
important (valuable) contributions to the social product in all 
the different uses among which they are transferable. Such 
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allocation will be approximated if, by virtue of highly com- 
petitive conditions, resources move freely from less productive 
(remunerative) to more productive employments. fie is an es- 
sential object of monopoly, on the other hand, to maintain an 
area of abnormally high yield (productivity), and to prevent 
such influx of resources as would bring the monopolized in- 
dustry down to the common level. Any effectively organized 
group may be relied upon to use to this end the power which 
organization brings. 

Monopoly thus means the exclusion of available resources 
from uses which, on the market-value standard, are more im- 
portant, and, therefore, means diversion of resources to less 
important uses. Every organized group, whether of employers 
or of workers, possesses great power, both for exploiting con- 
sumers and for injuring other groups of producers to whose 
industries resources are diverted by virtue of the monopoly 
restrictions. 

Such characterization fits best the case of the strongest and 
most nearly complete monopolies. For the more typical, par- 
tial monopolies (the organization basis for which the Nation- 
al Recovery Act has sought to establish everywhere), the situ- 
ation is somewhat different, and possibly worse from the view- 
point of the community at large. The looser forms of organi- 
zation for price maintenance and output control (cartels, 
trade associations), while able to enforce output limitation 
upon existing firms, are seldom able to restrict the growth of 
investment (to control the number and size of firms); nor does 
their position permit them to withhold output quotas from 
newcomers in the industry. Such arrangements lead to gross 
wastage of investment as well as to exploitation of consumers. 
New firms, attracted by the high returns resulting from price 
maintenance, will construct plants; and they will be drawn 
into the organization and given their appropriate quotas (pre- 
sumably on the basis of ““capacity’’). This means reduction in 
the quotas of other firms, and increasingly meager utilization 
of plant capacity throughout the industry. Finally, producers 
within the organization may obtain, in spite of the price main- 
tenance, no higher return on investment than prevails in com- 
petitive fields. But consumers will be paying heavily, in high- 
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er prices, for the policies of the organization; and the industry 
will end up with much smaller production, in spite of much 
larger total investment, than would have obtained under 
competitive conditions. In technical language, equilibrium 
under the cartel or trade association form of monopoly means 
equality between average cost and price, in spite of enormous 
discrepancy between marginal cost and price. This, in general 
terms, describes the goal toward which “planners” unwitting- 
ly direct us. pe, 

The situation is strikingly similar with respect to trade- — 
union monopoly, which usually involves a similarly partial 
monopoly power. The main device of trade-union strategy is 
the maintenance of the standard rate of pay, through collec- 
tive bargaining. The raising of rates of wages in a particular 
field above the competitive level, by whatever methods of 
coercion, serves to diminish the volume of employment avail- — 
able within that field—inducing economy of such labor by 
substitution (of machinery and of other labor) and relative 
contraction of the industries requiring such labor. If the or- 
ganization admits newcomers freely and rations employment, 
the occupation may continue to grow in numbers, or fail to 
decline, in spite of decline in the total amount of employment 
available—the increased rate of pay more than offsetting, for 
a time, the reduction in employment available per man. As 
with the trade association, numbers may increase until the 
members are no better off than they would have been without 
any organization at all. Yet product prices in the industries 
concerned will be higher; and a large part of the community’s 
labor resources will be wasted—a situation which roughly de- 
scribes, except for the denoument, recent conditions in coal 
mining in the Midwest. If the union can prevent entrance 
into the trade, if the older members are given full employment 
before newcomers are employed at all, or if the demand for 
this kind of labor is highly elastic, the effects of the wage 
control in this particular field will manifest themselves largely — 
in diversion of labor into less important and less remunerative 
occupations. In any case, the diseconomies for the community 
are sufficiently evident. 

The gains from monopoly organization in general are likely, 
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of course, to accrue predominantly to the strong and to be 
derived at the expense of the weak. Among producers, or- 
ganization is least expensive and most easily achieved, as well 
as most effective, within groups whose members were unusual- 
ly large and prosperous at the outset. Among workers, the 
bias is not less striking. The most highly skilled and most 
highly remunerated trades are the trades where organization 
is least difficult and where the fighting strength of groups once 
organized is greatest. Little evidence, inductive or analytic, 
can be conjured up to support the popular conception of trade 
unionism as a device for raising incomes at the bottom of the 
scale. Its possibilities lie mainly in the improvement of the 
position of labor’s aristocracy*—and largely at the expense 
of labor generally. Here as elsewhere the gains from monopoly 
are exploitative. The restriction of employment in the more 
remunerative occupations injures other laborers, both as con- 
sumers and as sellers of services rendered more abundant in 
other areas by the restriction. 





— 


Another major factor in the inefficient allocation of re- 
sources is to be found in government regulation and inter- 

_ ference. Tariff legislation is again the main case in point; for 
the protective tariff is essentially a device for forcing resources 
—from uses of higher to uses of lower productivity. Moreover, 
there are good reasons for believing that political controls 
will generally work out in this way. Government interference 
with relative prices is in the nature of arbitration of conflicts 
of interest between minority producer groups and consumers 
(the whole community); and such interference inevitably in- 

~ volves decisions which have regard primarily for the interests 
of the minorities. Producers are, from a political point of view, 
organized, articulate groups; and it is in the nature of the 
political process to conciliate such groups. Anyone may de- 
tect the notorious economic fallacies, and thus see the dic- 
tates of sound policy, if he will look at every issue from the 
viewpoint of consumers; but no politician can be expected to 
do this, or to act on his conclusions if he does, except in a 
world where legislators are motivated primarily by the desire 

to be retired at the next election. People as consumers are 
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unorganized and inarticulate, and, representing merely the in- 
terests of the community as a whole, they always will be. 
This fact, perhaps, suggests the decisive argument for laissez 
faire and against “planning” of the now popular sort. 

While the tariff is the example par excellence of how the 
political process works in the control of relative prices, our 
experience with regulation of the so-called “natural monopo- 
lies” is also instructive. With the railroads, the abuse of pri- 
vate monopoly power led finally to real control over the prices 
of services. We have developed in the Interstate Commerce 
Commission an unusually competent and scrupulous public 
body. Even here, however, the preposterous system of rela- 
tive charges (freight classification), and the disastrous rigidity 
of freight rates during the depression, testify eloquently to 
the shortcomings of the regulation expedient; the intrenched 
position of the Railway Brotherhoods indicates clearly how 


governments reconcile the interests of small, organized groups _ 


and those of the community at large. In the field of local 
utilities, a half-century of effort at regulation yields up a heri- 
tage of results, a cursory inspection of which should suffice to 
dampen anyone’s enthusiasm for a system of private monopo- 
ly with superimposed government regulation. 

Public regulation of private monopoly would seem to be, at 
best, an anomalous arrangement, tolerable only as a tempo- 
rary expedient. Half-hearted, sporadic, principle-less regula- 
tion is a misfortune for all concerned; and systematic regula- 
tion, on the basis of any definite and adequate principle, 
would leave private ownership almost without a significant 
function or responsibility to discharge. Analysis of the prob- 
lem, and examination of experience to date, would seem to in- 
dicate the wisdom of abandoning the existing scheme of things 
with respect to the railroads and utilities, rather than of ex- 
tending the system to include other industries as well. Politi- 
cal control of utility charges is imperative, to be sure, for com- 
petition simply cannot function effectively as an agency of 
control. We may endure regulation for a time, on the dubious 
assumption that governments are more nearly competent to 
regulate than to operate. In general, however, the state should | 


face the necessity of actually taking over, owning, and managing \ | 
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directly, both the railroads and utilities, and all other industries 
in which it is impossible to maintain effectively competitive con- 
ditions. For industries other than the utilities, there still re- 
mains a real alternative to socialization, namely, the estab- 
lishment and preservation of competition as the regulative 
agency. 


Turning now to questions of justice, of equitable distribu- 
tion, we may suggest that equitable distribution is at least as 
important with respect to power as with reference to economic 
goods or income; also, that the cause of justice, perhaps in 
both directions, would be better served if well-intentioned re- 
formers would reflect seriously on what their schemes imply 
with respect to the distribution of power. Surely there is 
something unlovely, to modern as against medieval minds, 
about marked inequality of either kind. A substantial meas- 


ure of inequality may be unavoidable or essential for motiva- ~~ 


tion; but it should be recognized as evil and tolerated only so 
far as the dictates of expediency are clear. 

If we dislike extreme inequality of power, it is appropriate 
to view with especial misgivings the extension of political 
(and monopoly) control over relative prices and incomes. 
Either socialization or the mongrel system of “national plan- 
ning”’ implies and requires extreme concentration of political 
power, under essentially undemocratic institutions. A system 
of democratic socialism is admittedly an attractive ideal; but, 
for the significant future, such a system is merely a romantic 
dream. On the other hand, it seems unlikely that any plan- 
ners or controllers, with the peculiar talents requisite for ob- 
taining dictatorial power, would be able to make decisions 
wise enough to keep an elaborate economic organization from 
falling apart. Even if one regards that prospect as not un- 
promising, the implied division of power between controllers 
and controllees would seem an intolerable price for increased 
efficiency. 

An important factor in existing inequality, both of income_ 
and of power, is the gigantic corporation. We may recognize, 
in the almost unlimited grants of powers to corporate bodies, 
one of the greatest sins of governments against the free-enter- 
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prise system. There is simply no excuse, except with respect 
to a narrow and specialized class of enterprises, for allowing 
corporations to hold stock in other corporations—and no rea- 
sonable excuse (the utilities apart) for hundred-million-dollar 
corporations, no matter what form their property may take. 


Even if the much-advertised economies of gigantic financial 


combinations were real, sound policy would wisely sacrifice 


these economies to preservation of more economic freedom 
and equality. 


~ Another cardinal sin of government against the free-enter- 
prise system is manifest in the kind of institution of property 
which the state has inflicted upon that system. It has lain 
within the powers of the political state, in defining rights of 
property and inheritance, to prevent the extreme inequality 
which now obtains; and the appropriate changes might still 
be effected without seriously impairing the efficiency of the 
system. In a practical sense, there is not much now wrong 
with the institution of property except our arrangements with 
respect to taxation. Instead of collecting their required reve- 
nues in such manner as to diminish the concentration of 
wealth and income, governments have relied on the whole 
upon systems of levies which actually aggravated inequality. 
Until recently (and the situation is not strikingly different 
now) governments have financed their activities largely by 
conglomerations of miscellaneous exactions which have drawn 
funds predominantly from the bottom of the income scale. 
Modern fiscal arrangements, like those of medieval barons, 
must be explained largely in terms of efforts to grab funds 
wherever they could be reached with least difficulty—to levy 
upon trade wherever tribute could most easily be exacted— 
and with almost no regard for consequences in terms of either 
economic efficiency or personal justice. 










The problem of stabilization, of maintaining reasonably 
full employment of resources, calls for emphasis mainly upon 
two factors, one of which again is monopoly. If all prices 
moved up and down with substantial uniformity, changes in 
the general level of prices would have only unimportant effects 
upon the volume of production or employment. A major fac- 
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tor in the cycle phenomenon is the quite unequal flexibility 
of different sets of prices and, more explicitly, the stickiness 
of prices which, for the bulk of industry, determine out-of- 
pocket, operating (marginal) costs. This stickiness of prices 
reflects, first, competition-restraining organization, and, sec- 
ond, a widespread disposition to sacrifice volume to price— 
which is the characteristic exercise of monopoly power. De- 
cisively important in the total situation is the exceeding in- 
flexibility of wages—the explanation of which would require 
attention to many factors, of which effective labor organiza- 
tion is but one. To some extent it reflects merely a subtle sort 
of defensive co-operation among workers to protect them- 
selves in a market which is often only nominally competitive 
on the employers’ side. To some extent it involves employer 
deference to an attitude of the public, which condemns wage 
cutting and yet accepts wholesale discharge of employees as 
unavoidable and unreprehensible. More interesting than the 
stickiness of wages, if not more important, is the price policy 
in depression of those basic industries which have long since 
disciplined themselves along lines now widely approved, 
against “anfair’’(!) competition. Equally significant, or more 
so, is the depression behavior of railroad rates and the charges 
in other public utilities subject to government regulation, 
especially freight rates. At all events, the existence of extreme 
inflexibility in large areas of the price structure is one of the 

rimary factors in the phenomenon of severe depression. This 
Aexibility | increases the economic loss and human misery 
accompanying a given deflation, and it causes deflation itself 
to proceed much farther than it otherwise would. 

The major responsibility for the severity of industrial fluc- 
tuations, however, falls directly upon the state. Tolerable 
functioning of a free-enterprise system presupposes effective 
performance of a fundamental function of government, name- 
ly, regulation of the circulating medium (money). We should 
characterize as insane a governmental policy of alternately 
expanding rapidly and contracting precipitously the quantity 
of paper currency in circulation—as a malevolent dictator 
easily could do, first issuing currency to cover fiscal deficits, 
and then retiring currency from surplus revenues. Yet that 
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is essentially the kind of monetary policy which actually ob- 
tains, by virtue of usurpation by private institutions (de- 
posit banks) of the basic state function of providing the me- 
dium of circulation (and of private “‘cash’’ reserves). It is no 
exaggeration to say that the major proximate factor in the 
present crisis is commercial banking. This is not to say that 
private bankers are to blame for our plight; they have only 
played the game (and not so unfairly, on the whole) under the 
preposterous rules laid down by governments—rules which 
mean evasion or repudiation by governments of one of their 
crucial responsibilities. Everywhere one hears assertions of 
the failure of competitive controls, of the chaos of unplanned 
economy, when the chaos arises from reliance by the state 
upon competitive controls in a field (currency) where they 
cannot possibly work. Laissez faire, to repeat, implies a divi- 


sion of tasks between competitive and political controls; and er 


the failure of the system, if it has failed, is properly to be re- 
garded as a result of failure of the state, especially with re- 
spect to money, to do its part. 

We have reached a situation where private-bank credit 
represents all but a small fraction of our total effective circu- 
lating medium. This gives us an economy in which significant 
disturbances of equilibrium set in motion forces which operate 
grossly to aggravate, rather than to correct, the initial mal- 
adjustments. When for any reason business earnings become 
abnormally favorable, bank credit expands, driving sensitive 
product prices farther out of line with sticky, insensitive costs; 
earnings become more favorable; credit expands farther and 
more rapidly; and so on and on, until costs finally do catch 
up, or until some speculative flurry happens to reverse the 
initial maladjustment. When earnings prospects are unprom- 
ising, credit contracts and earnings become still smaller and 
more unpromising. In an economy where costs (especially 
wages, freight rates, and monopoly prices in basic industries) 
are extremely inflexible downward, the deflation might con- 
tinue indefinitely (until everyone was unemployed) if govern- 
ments did not intervene (inflate) to save the banks or to miti- 
gate human suffering. 

Thus, the state has forced the free-enterprise system, al- 
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most from the beginning, to live with a monetary system as 
bad as could well be devised. If, as seems possible, both capi- 
talism and democracy are soon to be swept away forever by 
a resurgence of mercantilism (by the efforts of persons who 
know not whither they lead), then to commercial banking 
will belong the uncertain glory of having precipitated the 
transition to a new era. Such is likely to be the case, even if 
our institutions survive this time the attentions of their mis- 
guided, if well-meaning, guardians. Capitalism seems to re- 
tain remarkable vitality; but it can hardly survive the politi- 
cal rigors of another depression; and banking, with the able 
assistance of monopoly, seems certain to give us both bigger 
and better depressions hereafter—unless the state does re- 
assume and discharge with some wisdom its responsibility for 
controlling the circulating medium. 


| 16] 


PART II 


We shall now try to define, for present conditions, the main 
features of a genuinely liberal program, in the traditional 
sense of liberalism. Such a program, if it could be realized 
politically, would suffice to permit tolerable functioning of a 
free-enterprise system, and to prevent (or postpone) revolu- 
tionary change in our whole institutional framework. The 
time has come (some will say it has already passed) for close 
co-operation between those interested in making capitalism 
a better system and those of less liberal persuasion who merely 
dislike revolutions. Consequently, we hope that the proposals 
described below may receive consideration, both from liberals 
who are not naively romantic, and from conservatives who 
are not stupidly reactionary. 

The proposals, of necessity, are rather drastic. A liberal- 
conservative movement must now resist and overcome long- 
established, cumulative trends; it must set itself against the 
forces of history. We are drifting rapidly toward political and 
economic chaos. Consequently, a political movement which 
is conservative in its objectives must be radical in terms of its 
means. Those who hope for dictatorship, whether under pro- 
letarian or fascist symbols, may rather fittingly refer to us as 
the impractical visionaries. It is they who may now com- 
placently embrace the faith that what is going to be is good, 
merely because it so obviously is going to be—in spite 
of us. The cause of economic liberalism and political democ- 
racy faces distinctly unfavorable odds and, therefore, requires 
above all a strategy boldly and intelligently conceived. 

The main elements in a sound liberal program may be de- 
fined in terms of five proposals or objectives (in a descending 
scale of relative importance): 


I. Elimination of private monopoly in all its forms 


1. Through drastic measures for establishing and maintaining 
effectively competitive conditions in all industries where 
competition can function as a regulative agency (as a means 
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for insuring effective utilization of resources and for prevent- 
ing exploitation), and 
2. Through gradual transition to direct government ownership 
and operation in the case of all industries where competition 
cannot be made to function effectively as an agency of con- 
trol 
II. Establishment of more definite and adequate “rules of the 
game”’ with respect to money, through 
1. Abolition of private deposit banking on the basis of fractional 
reserves‘ 
2. Establishment of a completely homogeneous, national circu- 
lating medium, and 
3. Creation of a system under which a federal monetary author- 
ity has a direct and inescapable responsibility for controlling 
(not with broad discretionary powers, but under simple, defi- 
nite rules laid down in legislation) the quantity (or, through 
quantity, the value) of effective money 
III. Drastic change in our whole tax system, with regard primarily 
for the effects of taxation upon the distribution of wealth and 
income . 
IV. Gradual withdrawal of the enormous differential subsidies im- 
plicit in our present tariff system 
V. Limitation upon the squandering of our resources in advertising 
and selling activities 


The case for a liberal-conservative policy must stand or 
fall on the first proposal, abolition of private monopoly; for it 
is the sine qua non of any such policy. Reasonable differences 
of opinion may appear as to methods; but there can be no in- 
telligent dispute, among liberals and conservatives, as to the 
objective. 

This proposal contemplates deliberate avoidance of the 
regulation expedient—or, if you please, adherence to the kind 
of regulation which works only through the preservation of 
competitive controls. It implies that every industry should 
be either effectively competitive or socialized; that govern- 
ments should plan definitely on socialization of the railroads 
and utilities, and of every other industry where competitive 
conditions cannot be preserved. On the other hand, it should 
be a main objective of policy to prevent the development, in 
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the case of other industries, of conditions which would neces- 
sitate political control of prices, or socialization. It must suffice 
here merely to sketch some of the requisite measures. 

There must be outright dismantling of our gigantic corpo- 
rations, and persistent prosecution of producers who organize, 
by whatever methods, for price maintenance or output limi- 
tation. There must be explicit and unqualified repudiation of 
the so-called “rule of reason.” Legislation must prohibit, and 
&dministration effectively prevent, the acquisition by any pri- 
vate firm, or group of firms, of substantial monopoly power, 
regardless of how reasonably that power may appear to be 
exercised. The Federal Trade Commission must become per- 
haps the most powerful of our governmental agencies; and the 
highest standards must be maintained, both in the appoint- 
ment of its members, and in the recruiting of its large techni- 
cal staff. In short, restraint of trade must be treated as a 
major crime, and prosecuted unremittingly by a vigilant ad- 
ministrative body. 

As a main feature of the program, there must be a complete 

“new deal” with respect to the private corporation. As many 
writers have pointed out, the corporation is simply running 
away with our economic (and political) system—by virtue 
merely of an absurd carelessness and extravagance on the 
part of the states in granting powers to these legal creatures. 
The following proposals, while tentative in detail and obvious- 
ly inadequate in scope, will suggest the kind of reform which 
seems imperative: 


I. Transfer to the federal government of the exclusive power to 
charter ordinary, private corporations, and subsequent annul- 
ment of all charters granted by the states 


II. Enactment of federal incorporation laws, including among others 
the following provisions: 


1. That no corporation which engages in the manufacture or 
merchandising of commodities or services shall own any secu- 
rities of any other such corporation 


2. Limitation upon the total amount of property which any 
single corporation may own 


a) A general limitation for all corporations, and 
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4) A limitation designed to preclude the existence in any in- 
dustry of a single company large enough to dominate that 
industry—the principle being stated in legislation, the ac- 
tual maxima for different industries to be fixed by the 
Federal Trade Commissions 

3. That corporations may issue securities only in a small number 
of simple forms prescribed by law, and that no single corpora- 
tion may employ more than two (or three) of the different 
forms 

4. Incorporation of investment corporations under separate 
laws, designed to preclude their becoming holding companies 
or agencies of monopoly control—with limitations on their 
total property, on percentage holdings of securities of any 
single operating company, and on total investment in any 
single industry (again under the immediate control of the 
Federal Trade Commission) 

5. That investment corporations shall hold stock in operating 
companies without voting rights, and shall be prohibited from 
exercising influence over such companies with respect to man- 
agement 

6. That no person shall serve as an officer in any two corpora- 
tions in the same line of business, and that no officer of an in- 
vestment corporation shall serve as an officer in any operat- 
ing company 

7. That corporate earnings shall be taxed to shareholders in such 
manner as to prevent evasion of personal-income tax with 
respect to undistributed earnings (see below, p. 27) 


The corporation is a socially useful device for organizing 
the ownership and control in operating companies of size 
sufficient to obtain the real economies of large-scale produc- 
tion under unified management. It should not be made avail- 
able, however, for financial consolidation of operating enter- 
prises which are (or which, without serious loss of efficiency, 
might be) essentially independent as to production manage- 
ment. Horizontal combinations should be prohibited; and 
vertical combinations (integration) should be permitted only 
so far as clearly compatible with the maintenance of real com- 
petition. Few of our gigantic corporations can be defended 
on the ground that their present size is necessary to reason- 
ably full exploitation of production economies; their existence 
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is to be explained in terms of opportunities for promoter prof- 
its, personal ambitions of industrial and financial “Napole- 
ons,” and advantages of monopoly power. We should look 
toward a situation in which the size of ownership units in 
every industry is limited by the minimum size of operating 
plant requisite to efficient, but highly specialized, production 
—and even more narrowly limited, if ever necessary to the 
maintenance of freedom of enterprise. 

Only a special class of investment corporations should be 
permitted to hold stock in other corporations; and their 
powers should be circumscribed narrowly, in order to assure 
that they confine themselves to performing the important and 
legitimate functions of the investment trust. These corpora- 
tions should be merely passive investors, protecting their own 
stockholders by.diversification, rather than by exercising con- 
trol over operating companies; and full precautions should be 
taken against their becoming, in effect, holding companies or 
devices of producer organization. 

All corporations should be held to a Spartan simplicity in 
their capital structures. There should be the sharpest distinc- 
tion between owners and creditors; and, where this distinction 
becomes impaired through financial adversity, reorganization 
should be compulsory and immediate. It would seem wise, 
indeed, to require the maintenance of a predominant residual 
equity, and to limit narrowly (say to 20 per cent) the per- 
centage of contractual obligations to total assets. 


The establishment and preservation of effective competi- 
tion throughout the labor market is a difficult and forbidding 
task. Given real competition among employers, one might 
wisely advocate application to labor organizations of the gen- 
eral prohibitions upon restraint of trade. If trade unions could 
somehow be prevented from indulging restrictive monopolistic 
practices, they might become invaluable institutions. They 
might then assume their proper réle as agencies for making 
labor articulate politically, for preventing arbitrary and op- 
pressive treatment of individual workers, for rendering special 
services to their members, and for promoting consumer co- 
operation with respect to both commodities and the various 
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forms of social insurance. Such policy, however, may seem 
politically fantastic. The community regards unions as repre- 
senting the interests of labor generally, rather than as agen- 
cies for exploitation within the ranks of labor. Even the weak- 
er groups who largely bear the brunt of such exploitation 
co-operate with their organized brethren and applaud their 
conquests. 

The best one may hope, perhaps, is that labor monopolies, 
if not fostered and supported by the state, will cease to grow, 
and even decline in power. Developments of recent years af- 
ford some grounds for this hope. Moreover, if genuinely com- 
petitive conditions were established among employers, and if 
we had an efficient system of public employment exchanges, 
labor monopoly would probably have to face a more hostile 
public opinion. Full publicity, through the employment ex- 
changes, as to the numbers of qualified workers unable to ob- 
tain employment in various trades would create some pres- 
sure, in normal times, against unreasonable wage demands. 
Greater stabilization of production and employment, under a 
sound system of money and credit, should eliminate the boom 
periods in which organization proliferates, and also minimize 
the need for pressure to overcome the lag of wage rates when 
costs of living are rising. 

One scarcely need remark that the establishment of good 
public employment exchanges is immensely important, on 
other grounds, for the strengthening and improving of our 
economic system. 


The proposal for abandonment of the regulation expedient 
in the case of the railroads and utilities requires little com- 
ment here. We can worry along with existing arrangements, 
to be sure, for a considerable time. It seems imperative, how- 
ever, that we recognize the inherent limitations of these ar- 
rangements and plan toward gradual change. Mere recogni- 
tion of the ultimate difficulties should help to dissuade us 
from extending needlessly the range of regulation. 

Much can be said for early socialization of the railroads, if 
only for the training of governments in the discharge of such 
functions, and for the light which experience would throw 
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upon the expediency of extending gradually the scope of pub- 
lic ownership. The feasibility of public ownership and opera- 
tion of the other utilities will vary from locality to locality, 
according to the efficiency of public administration and the 
level of political morality. A good case can be made for ex- 
tensive experimentation, however, if only because the present 
system of regulation is failing so completely. 


The proposals with reference to banking and currency arise 
out of the conviction that extreme fluctuations of production 
and employment may be prevented by rather simple (if 
drastic) measures with respect to money and credit. The pro- 
posals may be defined tentatively in terms of the following 
measures: 


1. Outright federal ownership of the Federal Reserve Banks. 


2. Annulment of all existing bank charters (as of a date, say, two 
years in the future), and enactment of new federal legislation pro- 
viding for complete separation, between different classes of cor- 
porations, of the deposit and lending functions of existing deposit 
banks. 


3. Legislation requiring that all institutions which maintain deposit 
liabilities and/or provide checking facilities (or any substitute 
therefor) shall maintain reserves of 100 per cent in cash and de- 
posits with the Federal Reserve Banks. 


4. Provision during the transition period for gradual displacement of 
private-bank credit as circulating medium by credit of the Federal 
Reserve Banks. 

(This implies enormous increase in the investments and in the 
demand obligations of the Reserve Banks—i.e., long continued 
open-market purchases which would serve to inject the substi- 
tute credit medium and also to facilitate gradual liquidation of 
the investments of existing deposit banks. At the end of the tran- 
sition, the Reserve Banks should find themselves in possession 
of investments amounting to a substantial portion of the federal 
debt—or, perhaps, in possession of the greater part of the debt 
itself—thus eliminating the burden of the debt, to that extent, 
without taxation and without inflation.) 


5. Displacement by notes and deposits of the Reserve Banks of all 
other forms of currency in circulation, thus giving us a completely 
homogeneous national circulating medium. 
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(This implies permanent retirement of all U.S. notes [“green- 
backs”’)], all silver dollars and silver certificates, all gold coin and 
gold certificates, and all national bank notes. Subsidiary silver 
might be retained [though it might better be replaced by coins 
of a cheaper and more durable metal]. Monetary gold would be 
held exclusively by the Reserve Banks, in the form of bars, and 
utilized only for settlement of international balances.) 

6. Prescription in legislation of an explicit, simple rule or principle 
of monetary policy, and establishment of an appointive, adminis- 
trative body (“National Monetary Authority’’), charged with 
carrying out the prescribed rule, and vested with no discretionary 
powers as regards fundamental policy. 

7. Abolition of reserve requirements against notes and deposits of 
the Reserve Banks, and broad grants of powers to the “National 
Monetary Authority” for performance of its strictly administra- 
tive function. 

(The foregoing measures contemplate an economy in which the 
rules of the game as to money are definite, intelligible, and inflex- 
ible. They are intended to avoid both the “‘rulelessness” of the 
present system and the establishment of any system based on 
discretionary management. ‘Managed currency,” without fixed 
rules of management, appeals to me as among the most dangerous 
forms of “planning.” To establish, as part of a free-enterprise 
economy, a monetary authority with power to alter vitally and 
arbitrarily the position of parties to financial contracts, would 
seem fantastic.) 


There will be wide differences of opinion as to what the 
specific rule of monetary policy, within such a system, should 
be; but this is not the place to discuss the relative merits of 
different possible rules. Two observations, however, may be 
submitted dogmatically: (1) That the adoption of one among 
the several definite and unambiguous rules proposed by com- 
petent students is more important than the choice among 
them. (2) That rigid stabilization of exchange rates on other 
(gold-standard) countries is totally inadequate and undesir- 
able as a rule of national currency policy. The various rules 
which merit consideration differ with respect to the amount 
of change in the quantity of circulating medium proposed. 
At one extreme is the rule of fixing the quantity (/) or the 
total turnover (MV); at the other is the rule of stabilizing 
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some index of commodity prices. The former contemplates 
ultimately a policy of balancing federal expenditures and fed- 
eral tax revenues; the latter would require continuous financ- 
ing of expenditures (or retirement of outstanding debt) to 
some extent by mere issue of currency. It is important to con- 
sider how different possible rules would operate, given the 
basic inflexibilities in the price structure; but it is equally im- 
portant that the rule be chosen with regard for the political 
possibilities of securing adherence to it over long periods with- 
out substantial modification. (The rule must be such that 
strong sentiments against “tinkering with the currency” can 
be regimented around it.) 

The proposals with reference to banking contemplate dis- 
placement of existing deposit banks by at least two distinct 
types of institutions. First, there would be deposit banks 
which, maintaining Ioo per cent reserves, simply could not 
fail, so far as depositors were concerned, and could not create 
or destroy effective money. These institutions would accept 
deposits just as warehouses accept goods. Their income would 
be derived exclusively from service charges—perhaps merely 
from moderate charges for the transfer of funds by check or 
draft. Given generous co-operation on the part of the Re- 
serve Banks, the deposit banks should be able to offer their 
facilities at quite reasonable cost to their customers. In- 
cidentally, a good case could be made for extending the facili- 
ties of the Postal Savings System for the provision of some- 
thing like checking accounts. 

A second type of institution, substantially in the form of 
the investment trust, would perform the lending functions of 
existing banks. Such companies would obtain funds for 
lending by sale of their own stock; and their ability to 
make loans would be limited by the amount of funds so 
obtained. Various types of agencies, for bringing together 
would-be borrowers and lenders, would of course appear. In 
a word, short-term lending would be managed in much the 
same way as long-term lending; and the creation and destruc- 
tion of effective circulating medium by private institutions 
would be impossible.® 

These banking proposals define means for eliminating the 
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perverse elasticity of credit which obtains under a system of 
private, commercial banking, and for restoring to the central 
government complete control over the quantity of effective 
money and its value. The success of such measures, to repeat, 
requires the adoption of sound rules of monetary and fiscal 
policy, effective administration under those rules, and a high 
degree of stability in the rules themselves. But no monetary 
system, however perfectly conceived and administered, can 
make a free-enterprise system function effectively, in the 
absence of reasonable flexibility in the price structure—i.e., 
in the absence of effective price competition among enter- 
prisers and among owners of productive services.’ 


Our proposal with reference to taxation is based on the 
view: (1) that reduction of inequality is per se immensely im- 
portant; (2) that progressive taxation is both an effective 
means and, within the existing framework of institutions, the 
only effective means to that end; (3) that, in a world of com- 
petitive, invidious consumption, the gains at the bottom of 
the income scale can be realized without significant loss to 
persons of large income, so long as their rank in the income 
scale is unchanged; and (4) that drastic reduction of inequali- 
ty through taxation is attainable without much loss of effi- 
ciency in the system, and without much impairing the at- 
tractiveness of the economic game.° 

Taxation must affect the income distribution, whether we 
will it so or not. Actually, it has operated to increase in- 
equality, except for a slight opposite effect at the upper ex- 
tremes of the income scale. The proposal here is simply that 
tax systems be ordered in such a way as to diminish income 
differences all along the line; that the funds which govern- 
ments require be obtained through a system of levies which is 
actually progressive throughout the income scale. 

Such a policy requires the establishment of the personal- 
income tax as the predominant element in our whole fiscal 
system, and the rescue of inheritance taxation from its miser- 
able failure. The following measures may be suggested as 
among the important steps in this direction: 


1. Elimination of all exemptions of income by kind, establishment 
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of the tax as a purely personal levy, and clear recognition in the 
law that the tax is a tax upon persons according to their incomes, 
not a tax upon income as such. 


a) Abolition of “tax-exempt securities,” and inclusion of all in- 


b) 


c) 


terest and salary items in the calculation of taxable income, 
whether such items are received from governmental bodies or 
from private persons. 


Elimination of all special treatment for “capital gains” (and 
for “‘capital losses”), but with introduction of rebates under a 
simplified averaging system, to avoid undue penalty on per- 
sons of widely fluctuating annual incomes. 

(For example, rebates might be made every five years to 
persons whose actual tax payments had exceeded by more than 
5 per cent what their total tax payments would have been if 
their taxable income each year had been their average income 
for the period.)? 


Levy upon estates under the income tax with respect to all 
“anrealized” appreciation of investment assets—i.e., levy of 
income tax upon the estate just as though the decedent had 
sold all his property at the time of his death at the appraised 
value as of that date. 

(This would eliminate, except for non-rational behavior, 
the unfortunate, but exaggerated, effects during booms of 
taxes upon capital gains. There is now a strong incentive for 
elderly people to hold on to’ appreciated investments, merely 
because the appreciation may be realized without becoming 
subject to taxation as income as soon as the owner dies. This is 
the rational explanation of why stocks remain in big strong- 
boxes during stock-market booms—instead of being peddled 
out to the lower middle class! By such arrangement, moreover, 
we might eliminate the worst practical fault of income calcu- 
lation according to the “realization criterion” —i.e., according 
to the anomalous, but practically useful, rule that “unrealized 
income is not income until it is realized through sale.”) 


Effective provision against evasion of personal-income tax by 
stockholders with respect to the undistributed earnings of cor- 
porations. 

(The objective here should be that of taxing shareholders 
in corporations in exactly the same manner as members of 
partnerships. This is, perhaps, altogether impractical under 
existing conditions; but, given the “new deal” proposed above 
with respect to corporation law, it would be feasible.) 
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e) Provision for inclusion, in the calculation of taxable personal 
income, of the net use value of all real estate used by the owner 
for consumption purposes (residence, etc.). 

(The unhappy omission of this item is peculiar to income 
taxes in America. Such income-in-kind must be accounted for 
if the income tax is to be equitable among individuals. For the 
best solution, we might well follow the Australian practice of 
measuring this item of income by taking a fixed percentage 
(say § per cent) of the capital value of the property. This 
would eliminate the complications of depreciation and main- 
tenance allowances. It would be an enormous improvement 
over existing arrangements, even if this item of income were 
measured merely on the basis of existing local assessments of 
real property.) 

2. Treatment of all inheritances, bequests, and (large) gifts inter 
vives as personal income of the recipient for the year in which 
received. 

(This, a cardinal feature among these proposals, is conceived as 
the only practicable method of securing effective application of 
the principle of inheritance taxation—i.e., for successfully avoid- 
ing evasion through distribution of property prior to death. Its 
adoption should be accompanied by repeal of existing inheritance 
taxes; a case could be made for retention of moderate estate 
taxes.) 


3. Reservation of estate, inheritance, and personal-income taxes for 
levy exclusively by the federal government, but with provision 
for generous sharing of revenues with the states. 

(One may suggest, tentatively, the return of 50 per cent of the 
revenues to the states, on the basis of collections—i.e., on the 
basis of the residence of the individual taxpayers. Herein lies, 
perhaps, the only real opportunity for eliminating antiquated 
and regressive elements in our state and local tax systems.) 


4. Drastic alteration in the rate structure of the personal-income 
tax, with more rapid progression, and above all with the introduc- 
tion of really substantial levies upon the so-called middle and 
lower income brackets. 

(Something may be said for retaining the present exemptions, 
but in the “vanishing” form—i.e., with the exemptions expressed 
in terms of amounts of tax, instead of in terms of amounts of in- 
come. A good case can be made for requiring every income re- 
ceiver to file a return and perhaps to pay a small fee. With pres- 
ent exemptions, we should have an initial rate (normal tax) of at 
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least 20 per cent, and the rates should rise rapidly to at least the 
present maximum. Whether the rates should be higher in the up- 
per brackets than at present is of minor importance from a reve- 
nue point of view. If these heavy levies on middle-class incomes 
seem objectionable, one should remember that the alternative is 
the retention, as a major element in the system, of the drastically 
regressive levies on commodities of wide and general consump- 
tion. The really important question, as I see it, is whether gov- 
ernment revenues shall be derived largely from the middle class 
or pumped largely out of the bottom of the income scale by excise 
levies.) 


These proposals look toward arrangements whereby some- 
thing like 10 per cent of the whole national income would pass, 
via personal-income taxation, into the hands of government. 
They contemplate abolition of all excises on commodities of 
wide and general consumption, and ultimately of the innu- 
merable miscellaneous levies which have no justification in 
terms of broad considerations of policy. Levies like the gaso-/ 
line taxes might well be retained indefinitely—being emi- 
nently defensible as charges for special services of government 
to a class (or to a form of consumption) which does not merit 
subsidy. Taxes upon real property also might properly be re-” 
tained without diminution of long-established rates. These 
levies are largely in the nature of fixed charges, representing 
an established equity of the state in real property. Such prop- 
erty has long been bought and sold subject to the prospect of 
continued taxation; to reduce the levies would involve a large 
gift by the community (through increase in capital value) to 
persons who happened to be in possession at the time. 

On the expenditure side, we may look forward confidently 
to continued augmenting of the “‘free income” of the masses, in 
the form of commodities and services made available by gov- 
ernment, either without charge or with considerable modifi- 
cation of prevailing price controls. There are remarkable op- 
portunities for extending the range of socialized consumption 
(medical services, recreation, education, music, drama, etc.) 
and, especially, for extending the range of social-welfare ac- 
tivities. The prospects in these directions, however, must re- 
main somewhat unattractive so long as the expenditures in- 
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volved must be covered by the kind of taxes on which we have 
relied in the past—i.e., so long as what the government gives 
to the masses with one hand is largely taken away with the 
other. 


Opposition to tariffs is, of course, a cardinal element in the 
liberal creed. Our tariff system is essentially a system of sub- 
sidies financed by means of commodity taxes. The precisely 
equivalent system of explicit subsidies and taxes would surely 
look like a monstrosity to every reasonable person—with sub- 
sidy expenditures exceeding all other federal expenditures, 
and with an enormous burden of highly regressive excise 
levies. Two arguments especially may be urged against our 
tariff: (1) if we are to have enormous subsidies, they ought 
not to be borne by consumers in proportion to their consump- 
tion; and (2) there is something absurd about wholesale sub- 
sidizing of particular industries by the government. An 
“equitable” subsidy system, whereby every producer group 
both shares and contributes uniformly, is, of course, merely 
ludicrous. Tariff subsidies, to be sure, can never be uniform, 
being available only to producer groups whose products 
might otherwise be imported; but that only raises the ques- 
tion of why public subsidies should be confined to such groups 
(and the question of why the inevitable burdens should be in- 
flicted upon producers for export). 

Thus, our tariffs serve both to reduce substantially the 
total of our real national income and to increase markedly the 
degree of income inequality. But two other points may be 
especially emphasized here. 

In the first place, drastic tariff reduction is an important 
and perhaps indispensable element in a program for eliminat- 
ing private monopoly and restoring reasonable flexibility in 
the price structure. There are technical difficulties, in the case 
of some industries, in establishing adequately competitive 
conditions merely within national boundaries. With a high 
tariff wall, it might be necessary, in order to assure real com- 
petition, to enforce an otherwise undesirable smallness of 
firms which would be quite unnecessary with freedom of im- 
portation. Though we do have strong international cartels, 
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the fact remains that it is much more difficult to enforce price 
maintenance on an international scale. Moreover, it is diffi- 
cult to imagine a thoroughgoing political program which un- 
dertook to introduce competition and flexibility internally, 
while freezing the economy against competition from abroad. 

The second point has to do with the general argument 
against public regulation of prices in private industry, and its 
consequences for political morality and the future of democ- 
racy. A nation which wishes to preserve democratic institu- 
tions cannot afford to allow its legislatures to become en- 
gaged on a large scale in the promiscuous distribution of spe- 
cial subsidies and special favors. Once this occurs, there is no 
protecting the interests of the community at large and, what 
is more important, there is no protecting the political institu- 
tions themselves. Tariff legislation is politically the first step 
in the degeneration of popular government into the warfare 
of each group against all. Its significance for political morality 
is, moreover, quite patent. Against the tariff, all other forms 
of “patronage” and “pork-barrel legislation” seem of minor 
importance. 

The way to reduce the tariff is simply to reduce it. There is, 
to be sure, a decisive case in favor of gradualness. One must 
recognize legitimate vested interests in even the most objec- 
tionable subsidies. An ideal program would call for a con- 
tinued scaling down of duties, with the announced objective 
of getting rid of them all, over, say, a ten-year period.” If 
some reciprocal reductions can be obtained from other na- 
tions, well and good. But let us understand that, given an 
independent national currency administered according to 
sound rules, the gains to this country from reduction of its 
tariff are nowise conditional upon reduction of tariff duties 
abroad. 


The fifth proposal must be dealt with briefly here, and left 
somewhat unprecise. It is a commonplace that our vaunted 
efficiency in production is dissipated extravagantly in the 
wastes of merchandising. This economic system is one which 
offers rewards, both to those who direct resources into indus- 
tries where the indirect pecuniary demand is greatest, and to 
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those who divert pecuniary demand to commodities which 
they happen to be producing. Profits may be obtained, either 
by producing what consumers want, or by making consumers 


~ want what one is actually producing. The possibility of prof- 


itably utilizing resources to manipulate demand is, perhaps, 


‘the greatest source of diseconomy under the existing system. 


If present tendencies continue, we may soon reach a situation 
where most of our resources are utilized in persuading people 
to buy one thing rather than another, and only a minor frac- 
tion actually employed in creating things to be bought. 

Firms must spend enormous sums on advertising, if only to 
counteract the expenditures of competitors; and, finally, all 
of them may end up with about the same volume of business 
as if none had advertised at all. Moreover, every producer 
must bribe merchants into pushing his product, by providing 
fantastic “‘mark-ups,” merely because other producers are 
doing the same thing. Consumers must be prohibited access 
to wholesale markets and prices, in order to protect the 
“racket” of retailers whose co-operation the individual pro- 
ducer requires; and there follows inevitably the absurd prolif- 
eration of small retail establishments which spring up to exact 
on small volumes of trade the large percentage tribute which 
existing arrangements allow to those who can classify as deal- 
ers rather than as consumers. There appears to be no signifi- 
cant limit, along these lines, to the potential accumulation of 
economic waste; for every producer must at least keep up to 
the pace which others set. 

In these practices of merchandising, moreover, one finds an 
outstanding incentive to combination and producer organiza- 
tion. Firms acting co-operatively may spare themselves the 
expense of competitive selling activities; and organization per- 
mits of profitable joint enterprise in building up demand for 
their common product, at the expense of other industries. 
Thus, organization of competing firms tends to change the 
form of advertising, rather than necessarily to reduce the total 
of such outlays; selling activities become competitive among 
industries instead of merely within industries; the battle of 
advertising becomes a battle between organized groups, in- 
stead of between competing producers of similar commodi- 


[32] 


ties. While organization has little or nothing to offer by way” 
of merchandising economies for the community, it has much 
to offer to the individual participants. Besides, advertising 
intrenches monopoly by setting up a financial barrier to the 
competition of new and small firms. Consequently, an appro- 
priate remodeling of the system with respect to merchandising 
would do more than free wasted resources for useful employ- 
ment; it might remove one of the main factors working to de- 
stroy real competition in industry. 

The reform of merchandising offers immense economic re- 
wards; but, unlike the other proposals, it is not immediately 
indispensable for survival of our economic and political sys- 
tem. Moreover, there is prospect of substantial and continued 
improvement in merchandising, even in the absence of any 
deliberate political action to that end. The unfortunately 
wide differentiation between wholesale and retail prices, and 
the sharp separation between wholesale and retail markets, 
may be regarded as a vestigial remainder of the mercantilist 
system (as a colossal system of restraint upon trade) which 
has only recently begun to be undermined. The growth of 
mail-order houses and of large-scale retailing through chain 
stores is salutary and (given not too much foolish legislation) 
abundantly promising—offering great economies through in- 
crease in the size of units, and without raising any real prob- 
lem of monopoly. 

Enterprises like Consumers Research, Inc., may represent 
the beginnings of an almost revolutionary development. We 
may hope that such undertakings may flourish, and that their 
growth may be promoted through private endowment. (It is 
hard to imagine a more worthy philanthropy.) Perhaps we 
shall see the establishment of endowed, non-profit-making in- 
stitutions, of unimpeachable disinterestedness, which will 
offer to manufacturers (freely or with moderate charges) the 
use of the institutions’ certification or recommendation in the 
labeling of approved products. Ultimately, we may see the 
labeling and classification of the more staple goods on the 
basis of Bureau of Standards specifications, so that consumers 
may know (and insist on knowing) which brands of goods 
meet requirements for government purchase. Perhaps we may 
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still hope for substantial development of consumer co-opera- 
tives, organized for collective research and consumereducation. 

Early correction of merchandising evils by restrictive legis- 
lation is perhaps impossible; and one resents the conviction 
that many proposed remedies would prove worse than the 
disease. The strongest case can be made for heavy taxation 
of advertising, provided rates can be made much higher than 
revenue considerations would dictate. There are interesting 
possibilities in progressive taxes on manufacturers and job- 
bers according to the percentage of selling expenses to total 
expenses. The important objective, however, is that of break- 
ing down, first, competitive advertising and, second, the arti- 
ficial separation between wholesale and retail markets. Con- 
sumers should be free to purchase commodities either with or 
without the services offered by existing retail establishments 
—just as they should be free to purchase milk, at substantial- 
ly different prices, with or without doorstep delivery. 


Little has been said so far about the immediate problems 
of the depression. Our first and second proposals indicate ap- 
propriate methods for preventing the recurrence of extreme 
depressions. For the moment, however, attention must be 
focused on the task of escaping from the present affliction of 
extreme unemployment and underproduction. Unless the im- 
mediate crisis can be dealt with, there is no sense in talking 
about long-run policy. 

The depression is essentially a problem (1) of relative in- 
flexibility in those prices which largely determine costs, and 
(2) of contraction in the volume and velocity of effective 
money. The crucial characteristic of the situation is malad- 
justment between product prices and operating costs; and, 
given this condition, there is no necessary limit to the possible 
deflation and decline of employment. Sound policy will look, 
first, toward pulling the more sticky prices down and, second, 
toward pulling the flexible prices up, in order to create favor- 
able prospects with respect to business earnings. Little can 
be accomplished quickly in the first direction; consequently, 
main reliance must be placed on “‘reflationary” government 
spending. 
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Inflationary fiscal policy is dangerous, to be sure—but not 
so dangerous as the alternatives. It should be undertaken 
with definite preliminary announcement of an objective, 
stated, perhaps, in terms of moderate increase in a specified 
price index. The program should be planned with an eye to 
maximum flexibility, for prompt attainment of the price- 
level objective, and to assure checking of the inflation within 
the limits designated. Measures of this kind must be under- 
taken, merely to keep running a system which banking and 
monopoly have brought to its present plight. 

Such a program contemplates bringing the more flexible 
prices back into line with the prices which prove most resist- 
ant to downward change (freight rates, prices of steel rails, 
electrical equipment, and aluminum, wages in strongly or- 
ganized trades, etc.), and it looks toward general increase in 
the volume of production. If the prices which have been most 
inflexible downward prove highly flexible in an upward direc- 
tion with inflation, the whole undertaking will fail calamitous- 
ly. While there may not be much which governments can do 
to bring the relatively high prices down, it is the supreme 
folly of a recovery program to facilitate their increase. If the 
uncompetitive prices are pushed up continually with infla- 
tion," the effects of the stimulant will be counteracted, and 
more and more inflation will become politically inevitable. 
No diabolical ingenuity could have devised a more effective 
agency for retarding or preventing recovery (or for leading us 
away from democracy) than the National Recovery Act and 
its codes. 

It is easy to devise phrases for denouncing the Roosevelt 
program and the so-called New Deal. On the other hand, one 
hesitates to condemn, knowing that condemnation will in- 
voke applause from persons whose political philosophy has 
nothing in common with one’s own. Moreover, one hesitates 
to alienate that now large group of earnest persons with whose 
general purposes and aspirations one has the deepest sym- 
pathy—whatever one may feel about their conception of 
means to the ends on which it is so easy to agree. 

One cannot criticize the policies of the present administra- 
tion without seeming to approve those of its predecessors. In 
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fact, one must condemn the Democrats mainly for their 
wholesale extension of the worst policies of the past. The 
N.R.A. is merely Mr. Hoover’s trust policy and wage policy 
writ large. The agricultural measures and many other plan- 
ning proposals are the logical counterpart and the natural 
extensions of Republican protectionism. The gold policy and 
the silver legislation, like the Federal Reserve System, lead 
from a bad monetary and banking system only into some- 
thing worse. 

There is little point, however, merely in condemning par- 
ticular measures and proposals. Real negative criticism must 
be judged in terms of, and will be significant for, the critic’s 
conception, express or implied, of sound policies. In these 
pages we have tried to express criticism of current trends in 
economic policy in terms of definite specifications for a sound 
liberal program. For those who accept understandingly the 
position here outlined, it would be gratuitous to point in de- 
tail to the dangers of the spuriously liberal proposals which 
receive the benediction of our political leaders and journalist- 
economists; and for others, it would be pointless indeed. 

The program here outlined should afford adequate outlet 
for all the enthusiasm and genuine idealism which might now 
be canalized so effectively. It seems drastic enough to satisfy 
the most ardent reformers; and it offers abundant opportunity 
for real economic planning. There is the whole field of trans- 
portation and public utilities for the gradual expansion of 
government enterprise. Competition enforcement and the re- 
form of merchandising call for a generous measure of govern- 
ment control over private business. The designing and build- 
ing of a mighty engine of income and inheritance taxation is 
an undertaking big enough and hard enough to occupy the 
capable people who are really concerned about inequality. 
There are endless possibilities for increasing and improving 
the community’s “free income” in the form of governmental 
services, especially through extension of social-welfare ac- 
tivities. Finally, and perhaps most difficult of all, is the task 
of constructing a sound monetary and banking system. 

There cannot, of course, be general agreement in detail on 
the measures here proposed. No reader is likely to find all of 
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them acceptable. (I must confess to serious misgivings myself 
at many points.) However, it has seemed desirable, if only 
for conciseness, to define problems in terms of possible solu- 
tions, and to define the general objectives of a liberal policy in 
terms of fairly specific measures. We hope that there may be 
agreement, within a significant group, on these general ob- 
jectives; and that, starting from such agreement, we may be 
able to formulate specific proposals which are less inadequate 
and less ambiguous.” 

This tract is submitted in the hope of promoting a con- 
census of opinion within a group which might now perform 
an invaluable service in intellectual leadership. The precious 
measure of political and economic freedom which has been 
won through centuries may soon be lost irreparably; and it 
falls properly to economists, as custodians of the great liberal 
tradition out of which their discipline arose, to point the 
escape from the chaos of political and economic thought which 
warns of what impends. 


[37] 


NOTES 


1. The reference here, of course, is merely to that kind of planning which, like 
mercantilism, implies elaborate regulation of trade, both foreign and domestic, and 
extensive political control of relative prices, relative wages, and investment. 


2. It is, perhaps, easy, from this general viewpoint, to see both advantages and 
serious practical difficulties in the development of labor organization along indus- 
trial, as against occupational, lines. 


3- For the disillusioned economist-liberal, a certain bitter satisfaction may be 
found in the spectacle of capitalism, and the whole institution of property, collapsing 
under the feet of distinguished propertied gentlemen addressing their brethren on the 
remarkable virtues of the sales tax. 


4. The essential practice of modern banking is that of maintaining obligations 
payable on demand, or on short notice, while holding “cash” amounting to only 
a small fraction of those obligations. 


5. It will be necessary to revise notions commonly accepted (especially by courts) 
as to the maximum size of firm compatible with effective competition. The general 
rule and ultimate objective should be that of fixing in each industry a maximum size 
of firm such that the results of perfect competition would be approximated even if all 
firms attained the maximum size. One may suggest, tentatively, that in major in- 
dustries no ownership unit should produce or control more than § per cent of the 
total output. Any such rule, of course, raises the difficult question of what is “a com- 
modity’’—of how industries or significant classes of commodities should be defined. 
A period of several years should be allowed for orderly readjustment, the full restric- 
tions coming into effect only gradually. Special arrangements would be necessary, of 
course, in the case of new industries and new products. 


6. It should be clear that the measures here proposed have no affinity whatever with 
schemes for socialization or nationalization of banking. Indeed, they contemplate a 
financial system under which there would be the least danger and the least occasion 
for government control over the lending function, i.e., over the allocation of invest- 
ment funds. One of the great faults of the present banking system is that it is peculi- 
arly exposed to socialization, merely because of its instability. If we could isolate the 
lending and investment business from deposit banking, we might eliminate a real 
danger of government control or socialization in an area where it is most important 
to avoid it. 


7. Any treatment of the problem of monetary and banking reform, within space 
limits appropriate to this tract, must suffer from serious omissions and oversimplifica- 
tion. Correction of these faults would require extended discussion of the following 
considerations, among others: 

a) There is likely to be extreme economic instability under any financial system 
where the same funds are made to serve at once as investment funds for industry and 
trade and as the liquid cash reserves of individuals. Our financial structure has been 
built largely on the illusion that funds can at the same time be both available and in- 
vested—and this observation applies to our savings banks (and in lesser degree to 
many other financial institutions) as well as commercial, demand-deposit banking. 
Thus, any reform which dealt merely with demand deposits and checking accounts 
might largely fail to accomplish the results intended—might lead, indeed, to a merely 
nominal transformation of demand deposits into the savings account form. 
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4) A major source of instability is also to be found in the widespread practice of 
borrowing at short term. Most of the capital requirements which are met by such 
borrowing are of a permanent, continuing character. Indeed, under modern condi- 
tions there are few types of enterprise where funds, once invested, are or can be 
promptly disinvested again, in the ordinary course of business. The existence of a 
large volume of short-term commercial debt is thus peculiarly inimical to stability, 
since any general demand for repayment forces industry into an effort at liquidation 
which cannot succeed and cannot fail to produce serious disorder. Short-term debts, 
moreover, are, like time deposits, closely akin to money and demand deposits, since 
they provide in normal times an attractive and effective substitute medium in which 
the liquid “cash” reserves of individuals may be held. 

In the interest of economic stability, it would be desirable to bring about con- 
version of all investment (property) into the residual-equity form. A large volume 
of contractual obligations, with maturities, is inherently dangerous in an economy 
where orderly liquidation on a large scale is simply impossible. But the problem of 
long-term debt is less serious. Adequate reform of our monetary and financial system 
does call, however, for the sharpest separation between money and money substitutes, 
on the one hand, and investments, on the other—between debts which are regarded 
as convertible into money by demand upon the debtor (or by refusal of renewal), 
and debts which may be realized upon only by sale to third parties. It is the réle of 
banking, and of the Federal Reserve System especially, to obscure this distinction. 

c) Effective administration, through a monetary authority, of any sound rule of 
monetary policy would be impossible apart from the closest co-operation, on the 
part of the Treasury and Congress, with respect to fiscal practices. Ultimate control 
of the currency (and the banks) lies in the management of government expenditure, 
taxation, and borrowing; and the establishment of a separate monetary authority 
implies a division of powers which would be workable only with thoroughgoing co- 
ordination and co-operation. Every change in the relation between taxation and ex- 
penditure, in either the amount or form of the public debt, and even in the character 
of tax levies, has monetary effects of first magnitude. Thus, specifications for sound 
monetary and banking reform cannot be drawn without reformulation of the whole 
problem of government finance. Monetary policy must ultimately be implemented 
through fiscal arrangements. 


8. Some students would justify the reduction of inequality on the ground that it 
is essential to the political stability of the system; others, on the ground that it is 
important for the reduction of unemployment and for the mitigation of industrial 
fluctuations. The former position, while tenable, involves an unhappy confusion of 
means and ends. The latter, in my opinion, is open to the same objection, and also 
to the characterization of completely spurious economics. Moreover, the methods 
proposed by exponents of this now widely accepted position (widespread unioniza- 
tion, reduction of hours, and increase of wage rates in a depression) are the immediate 
occasion for the assertion that progressive taxation is the only effective means for 
improving the distribution of income. 


g. Considerations of equity clearly demand provision for further rebates in the 
more extreme cases, especially where persons pay large income taxes and later lose 
practically all their income and property. 


10. It is worth noting that the recent sharp reduction in the gold value of the 
dollar is likely to create the ideal conditions for (and, internationally, the necessity 
of) gradual, continued tariff reduction—and, thereby, for raising the prices of export 
products, notably cotton and wheat, re/ative to other prices. 


11. The recent phenominal rise in building costs, with almost no building going 
on at all, is a case in point. 
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12, There remains one point which has not been properly emphasized, namely 
that genuinely liberal reform must aim primarily at explicit changes in the rules of 
the economic game and must minimize reliance on control or regulation through 
nominally administrative bodies with large discretionary, policy-determining powers. 
The point has already been noted with respect to monetary and banking reform; but 
it is of decisive importance in many other fields. There is now profound significance 
in the distinction between a government of men and a government of rules; and to the 
extent that we move toward the former we are accepting or inviting fascism. One 
highroad to dictatorship lies in the creation of a large number of petty, specialized 
authorities in particular fields. For an old-fashioned liberal, it is terrifying to reflect’ 
on the amount of arbitrary power which has recently been delegated to the President, 
the Secretary of the Treasury, the N.R.A., the A.A.A., the R.F.C., the S.E.C., etc. 
However reasonable this expedient in an acute emergency, we must face the fact 
that emergency measures are unlikely to prove entirely temporary, and also the fact 
that we were making substantial strides in this direction long before the emergency 
arose. 

A substantial measure of administrative discretion is obviously essential to good 
government; but it must be economized. If large latitude must often be allowed in 
the administration of new reform measures, we should seek afterward to reduce the 
powers of the administrative authorities as rapidly as experience provides the basis 
for more definitive legislative rules. 
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INTRODUCTION BY THE EDITOR 


The American monetary problem is first of all a question 
of bank credit. Few outside the circle of academic economists 
seem to be able to recognize that most of our media of ex- 
change are created by banks, and that their expansion (or 
contraction) has little to do with the old commodity money, 
whether it be silver or gold. Even the inflationary aspects of 
our gold or silver policy can be estimated only in the light of 
their anticipated effects on bank credit. Professor Whittlesey 
draws attention again to the unsatisfactory treatment that 
this problem has received thus far. In a sense this pamphlet 
continues the discussion that was initiated in Professor Si- 
mons’ earlier 4 Positive Program for Laissez Faire (Public 
Policy Pamphlet No. 15). 

This is the sixteenth of a series of Public Policy Pamphlets 
which the University of Chicago Press is publishing. Fre- 
quently the scholarly journals give no attention at all to prob- 
lems that have an acute public interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable service by making avail- 
able to the public whatever special training and information 
it may have at its disposal. The continuation of such a series 
will, of course, depend upon its reception by the public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Uni- 
versity of Chicago. 


Harry D. GIDEONSE 


January §, 1935 





BANKING AND THE NEW DEAL 


Significant progress in the American banking system has 
come only as the result of a serious crisis. In the history of 
banking in this country there have been three great stages of 
reform. The first, which gave us the national banking system, 
was a product of the Civil War. The second, which gave us 
the Federal Reserve system, was directly caused by the crisis 
of 1907 and indirectly by earlier crises. The third, which con- 
stitutes the subject of this paper and bids fair to equal if not 
surpass either of the other two periods in scope and signifi- 
cance of the changes introduced, is an outcome of the present 
depression. In each case, the outstanding weaknesses of the 
existing system had been glaringly evident for years. The crises 
did not disclose the need for reform; they merely made reform 
politically feasible. 


DEFECTS OF THE AMERICAN BANKING SYSTEM 
BEFORE 1933 


Students of banking have pointed out repeatedly that the 
Federal Reserve system has never functioned under what 
could properly be termed normal circumstances. While one 
may query whether, in a dynamic society, there exists a norm 
or only an ideal, it must be admitted that the Federal Reserve 
system has been called upon to operate under badly disturbed 
conditions. Before it had been set in operation the World 
War broke out. This first brought an exceptional stimulus to 
economic activity and later subjected the Federal Reserve to 
the strain of war financing, with the Treasury largely dom- 
inating its policies. Then came the post-war boom, with ec- 
onomic activity feverish under inflated prices, and shortly 
afterward a sharp, sudden slump. This slump was followed by 
a period of relative calm, but soon we moved into the “New 
Economic Era,” only to have our dreams rudely shattered by 
the panic of 1929 and the following painful years. 

Unquestionably these were troublous times upon which to 
launch any banking system. But the chief defects disclosed 
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in these years were not inherent in the times. They would 
have proved defects even under “‘normal” conditions. The 
most important of these defects were the weakness of the 
banks as evidenced by bank failures, the lack of unification in 
the banking structure, the entanglement of commercial and 
investment banking, and the perverse elasticity of bank cred- 
it. The last of these has received little attention in public dis- 
cussion and none in legislation, but it is probably the most 
serious defect of all. 

a) Bank failures—Between 1900 and 1920 the number of 
commercial banks in the United States rose from about 10,000 
to nearly 30,000. From 1921 to the bank holiday of 1933, the 
decline in numbers, through failure or amalgamation, was 
even more rapid than the preceding increase. And it was toa 
large extent conditioned by that increase. Walter Bagehot’s 
observation that good banking depends not upon good laws 
but upon good bankers was never more pointedly illustrated 
—the number of banks had outstripped the number of good 
bankers. Apart from this basic factor, the principal cause of 
the failures was the decline of prices, first of agricultural prod- 
ucts and real estate after the inflation ending in 1920, and 
later of commodities in general and securities after the stock 
market crash of 1929. Deflation, such as occurred at this 
time, is a familiar source of bank failure. During deflation as- 
sets in the form of loans are likely to prove more difficult to 
collect and assets in the form of securities may shrink because 
of a decline in market prices. As a consequence, assets be- 
come illiquid or are reduced at a time when liabilities are pre- 
sented for redemption in greater volume than usual. Infla- 
tion, on the other hand, does not precipitate bank failures. It 
serves to stimulate business activity, and, although the real 
value of assets may shrink, liabilities also decline in real value. 
In view of this fact, it is anomalous that bankers have gener- 
ally shown themselves favorable to deflation and hostile not 
only to inflation but to any attempts to stabilize the general 
price level. 

b) Lack of unification in the banking system.—For years the 
division of the banks of the country into the two categories of 
national and state banks has been recognized as a source of 
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weakness. While banking requirements in some states were 
fully as strict as those for national banks, this was usually not 
the case. The banking laws of many states were deplorably 
inadequate and, to make matters worse, competition devel- 
oped between the national and state authorities to attract 
banks into their fold, with a consequent weakening of require- 
ments in both jurisdictions. 

¢) Mingling of investment and commercial banking.—State 
and national banking laws limit rather narrowly the types of 
investments which commercial banks may make. Before the 
World War, various banks had established corporations, com- 
monly called security affiliates, for the purpose of trading in 
real estate and securities beyond the limits set for commercial 
banks. In the fat years of the twenties the practice of estab- 
lishing these security affiliates became common and extended 
even to banks doing business in towns of a few thousand. The 
potential dangers of this situation were apparent at the time, 
but because of favorable business conditions the potential 
dangers did not, to a threatening extent, become actual until 
after the panic of 1929. It is not so much that such an alliance 
is inherently vicious as that it opens the way to abuse: the 
affiliates may induce the parent bank to purchase risky se- 
curities, or the bank may unload questionable securities on 
the affiliate. While such transactions were by no means the 
rule, the practice of maintaining security affiliates was clearly 
an unwholesome mingling of two distinct, and potentially con- 
flicting, interests. 

d) Perverse elasticity—A primary motive in creating the 
Federal Reserve system was the desire to provide elasticity of 
the circulating medium. The term “elasticity” signifies, in 
this connection, the quality of expanding or contracting as the 
volume of business to be done increases or decreases. These 
changes in the volume of business may be of a seasonal, cycli- 
cal, long-run, or emergency nature. The Federal Reserve sys- 
tem was designed to afford seasonal and emergency elasticity 
by providing for the issue of currency or the extension of bank 
credit against discounted commercial paper, 1.e., bills of ex- 
change, drafts, and notes. On the dubious assumption that 
the quantity of commercial paper will vary in approximate 
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accord with the volume of business, it was believed that the 
problem of elasticity had thus been neatly solved. 

This reasoning implies that the volume of business activity 
is an independent variable so that it is merely necessary to 
accommodate the volume of circulating medium to it. But 
business activity is strongly influenced by changes in the rel- 
ative quantity of circulating medium and, especially during 
cyclical movements, cannot be used as an exact criterion of 
the amount required. There is a tendency for contraction to 
proceed to the point of starvation and for expansion to pro- 
ceed, with no less painful consequences, to the point of surfeit. 
Many factors contribute to this tendency, but in large part it 
arises out of, first, the self-inflammatory effect of a change in 
prices and, second, the psychological attitudes of borrowers 
and lenders. The amount of discountable commercial paper 
is influenced, obviously, by the price of the goods against 
which the paper is drawn. If their price is rising, an increasing 
quantity of commercial paper can be issued against them and 
and this permits the issue of an increasing amount of circulat- 
ing medium. The tendency for prices to rise is, therefore, not 
checked as it would be if the quantity of circulating medium 
were inelastic, but instead feeds upon itself. But the tend- 
ency does not stop at this. In good times, borrowers will 
probably be willing to expand credit at a rate in excess of 
the volume of business, because they anticipate future in- 
creases in business, and bankers will almost certainly be 
willing to have them do so. In bad times the opposite holds 
true. It is sometimes said that “bankers make bad loans only 
in good times, never in bad.” The official spokesman of one of 
the largest New York banks, in replying to criticism of the 
bankers, has said that it is perfectly natural and proper that 
bankers should scrutinize loan applications more closely in 
slack times than in good. Such an attitude is, doubtless, 
“natural”—but we are entitled to expect from bankers the 
pursuit of reason rather than nature. For this “natural” pro- 
cedure of the bankers is largely responsible for the perverse 
elasticity of the circulating medium, and this perverse elas- 
ticity is a primary element in the alternating swings of infla- 
tion and deflation that characterize the business cycle. 
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BANKING DEVELOPMENTS UNDER THE NEW DEAL 


a) The bank holiday and recovery.—The bank holiday marks 
a turning-point in the history of banking in the United States. 
Following the reopening of the banks, recovery within the 
banking system was rapid and substantial. The reasons for 
this sudden change were partly psychological, partly the re- 
sult of a strengthening of the banking structure through prun- 
ing out of the weaker members, and partly the reflection of 
general business conditions. 

The decisive action of the administration in handling the 
banking crisis met with general approval among bankers and 
business men, and this show of leadership strengthened con- 
fidence throughout the country. The drastic action in closing 
approximately 4,000 banks at one fell stroke proved much 
less of a shock than might have been expected. Instead, it re- 
leased the deflationary pressure of a constant, demoralizing 
stream of bank failures and stopped the continued sale under 
the hammer of the assets of failed banks. Most important of 
all, the sharp upward trend of business activity and of securi- 
ty prices greatly benefited the banks. Many banks whose se- 
curities had been written down following the bank holiday 
found a very substantial concealed asset in these securities as 
their market value rose. Additional banks were reopened, usu- 
ally after a certain amount of reorganization. At the end of 
1934 the number of commercial banks in operation stood at 
15,011 as compared with 17,796 at the end of 1932. 

b) Open-market operations of the Federal Reserve system.— 
Following the stock market collapse of 1929 the Federal Re- 
serve banks lowered their discount rates and undertook the 
purchase of securities in the open market with a view to 
hastening recovery by forcing out money and credit. Open- 
market purchases were begun on a large scale in March, 1932, 
and continued until August, when Federal Reserve holdings 
of government securities reached the unprecedented total of 
1.8 billion dollars where they stood at the end of the bank 
holiday. Open-market purchases were renewed on a large 
scale in May, 1933, as part of the expansionist program of the 
new administration. The total of United States government 
securities held by Reserve banks rose to 2.4 billion dollars in 
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October, 1933, and has remained near that figure ever since. 

The funds released by open-market operations at first 
merely flowed back to the Federal Reserve banks in payment 
of member banks’ borrowings; later they piled up as excess re- 
serves of the member banks. The effect of open-market pur- 
chases during the last year and a half has been obscured by 
other payments made concurrently, especially under the 
public-works program. 

c) Excess reserves——Perhaps the most striking develop- 
ment in banking affairs since 1929, and especially since the 
banking holiday, has been the tendency of member banks to 
accumulate excess reserves. In January, 1933, excess reserves 
of member banks reached a peak of 635 million dollars, an 
amount capable, it should be noted, of supporting nearly ten 
times this total of deposit credits. Withdrawals during the 
panic prior to the closing of the banks reduced this excess to 
modest proportions, but by September the total had reached 
a new high of over 700 million dollars. Thereafter, excess re- 
serves moved from one record figure to another until the end 
of August, 1934, when they amounted to 1.9 billion dollars. 
They have receded slightly from this total. 

The most important factor contributing to this increase 
was undoubtedly open-market purchases by the Federal Re- 
serve banks. The return flow of funds that had been drawn 
out during the banking panic and the movement of funds 
back from Europe also played their part. On the demand side 
bankers complained of their inability to find safe means of in- 
vesting the funds, while they were being criticized for being 
unduly cautious. 

According to traditional banking thought, such an accu- 
mulation of excess reserves was inconceivable. Moreover, it 
knocked the pins from under accepted central-bank procedure 
and left the Federal Reserve Board floundering. British cen- 
tral-bank policy, upon which our own was based, proceeded 
from the assumption that bankers would not hold more than 
established reserves, because to do so would be to lose an op- 
portunity for profit. Since the latter alternative was presum- 
ably too horrible for any banker to contemplate, the point 
was considered to be established. Moreover, experience prior 
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to 1929 had consistently vindicated this line of reasoning. In- 
asmuch as member banks could not, under law, hold /ess than 
the stipulated reserve and would not, under the profit urge, 
hold more, central-bank policy was a relatively simple exercise 
in raising or lowering reserves by open-market operations and 
changes in the discount rate. So long as member banks held 
to a fixed reserve ratio, the expansion or contraction of the 
money supply, with a stimulating or retarding effect on busi- 
ness activity, was inevitable. 

But what could the Federal Reserve authorities do when 
this neat and simple pattern was shattered by the outrageous 
virtue of bankers who placed liquidity and the safety of their 
customers’ funds ahead of considerations of their own immedi- 
ate profits? What could they do but go through the same old 
motions, hoping that the baser nature of the bankers would 
triumph, telling themselves that it wasn’t so and that if excess 
reserves just grew large enough the glitter would return to the 
eye of the banker. Meanwhile, the poor, bewildered banker 
who had been castigated for being too careless of the funds 
intrusted to him was now heaped with abuse for being too 
solicitous. 

In consequence of the relative abundance of funds, money 
rates have fallen to amazingly low levels, 1 per cent or less for 
call loans, 3 to 13 per cent for go-day time loans, 4 to § per cent 
for bankers’ acceptances, ? to1? per cent for commercial paper, 
and six months’ Treasury bills as low as .07 per cent. Certain 
government obligations are even reported to have been sold 
for a negative interest rate. It is interesting to observe in this 
connection that between January, 1933, and August, 1934, 
the rates which banks charged customers declined from 4.12 
per cent to 3.33 per cent in New York City, from 4.89 per cent 
to 4.12 per cent in a selected group of northern and eastern 
cities, and from §.60 per cent to 5.05 per cent in a representa- 
tive group of southern and western cities. 

The ease in the money market helped to make possible the 
refinancing of Liberty Bonds on excellent terms and facili- 
tated the extensive government borrowing which the recovery 
program has necessitated. The strength of government cred- 
it, to which this ease of the money market contributed, has 
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served to lessen opposition to the economic policies of the ad- 
ministration. In this indirect way, rather than in directly en- 
couraging the expansion of business activity, the open-market 
operations of the Federal Reserve have played their chief part 
in the recovery effort. 

In addition to hampering the efforts to expand the circulat- 
ing medium and force up prices, the accumulation of large ex- 
cess reserves is of great significance because of the possible ef- 
fect of these reserves in case a boom should start. Excess re- 
serves of two and a half billion dollars represent potential 
bank credit of possibly ten times that amount. There is good 
reason to fear that these reserves constitute a more serious 
threat of inflation than all the Thomas and Borah amend- 
ments. The question is whether the Federal Reserve system 
could reverse its open-market opérations and mop up these 
excess reserves before we were embarked upon a runaway 
movement. And if such a move were attempted, the effect of 
throwing government bonds wholesale upon the market 
might easily prove disastrous. 

The public in general would be more concerned over the 
dangers of a runaway inflation of prices, however, if they 
could see more evidence of the success of the administration’s 
efforts to raise prices to the 1926 level. The problem of excess 
reserves is, nevertheless, a serious concern to the banking 
authorities and helps to explain the somewhat uncertain and 
hesitating central-bank policies which have been pursued. 
The possible significance of these reserves in case of an upward 
movement is all the greater in view of an important lesson 
which this depression has driven home. This lesson is to the 
effect that borrowers cannot be forced to borrow and lenders 
cannot be forced to lend. It is possible, on the other hand, to 
check borrowing and lending under opposite conditions. Con- 
trol of the business cycle through manipulation of credit 
would seem, therefore, to be largely limited to restricting ex- 
cessive upward, rather than trying to overcome downward, 
movements. Consequently, it behooves the authorities never 
to allow themselves to get into a position where they would 
be unable to resist an advance. The existence of large excess 
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reserves threatens to impair the ability of the authorities to 
exert this type of control. 

d) Basic monetary reserves Current views and practices 
' with respect to reserves are very unsatisfactory. This is true 
both of the reserves of commercial banks, as has just been in- 
dicated, and of the more fundamental reserves in gold upon 
which the monetary and banking system of the country is 
nominally based. Of the two, the situation with respect to the 
latter, though of less immediate significance, i is more serious. 
The excess of member bank reserves is, after all, a temporary 
manifestation of a cyclical condition of business activity and 
public confidence. The excessive and unused gold reserves, on 
the other hand, are primarily a manifestation of an erroneous 
underlying philosophy. They reflect a reverential, almost re- 
ligious, attitude toward basic reserves which makes it difficult 
if not impossible for them to perform their traditional func- 
tions as reserves. 

Reserves, of money as of soldiers, are not designed to be 
held for purposes of display but only that they may be thrown 
‘into the breach to meet a grave emergency. Reserves dis- 
charge their function only by being put into use. At present, 
legal reserves are immobilized, their effectiveness destroyed, 
by minimum requirements which, in practice, are never en- 
croached upon. The events of 1932-33 summarily disproved 
the assumption that reserves above legal requirements give 
added strength. The excess came to be looked upon as nor- 
mal, and the legal ratio as the limit of available reserves. 
Consequently, long before reserves had declined to the legal 
ratio the public took fright and apparently no consideration 
was given to making use of the legal reserves. It was as 
though the legal reserves did not exist and the funds held in 
excess of those required by law constituted the true reserve. 

If we are going to have a conventional monetary standard 
we must take steps to make our reserves genuine rather than 
nominal; if we are going to have a managed currency, let us 
have done with reserves and spare ourselves the expense of 
maintaining this idle hoard or at least convert these reserves 
into an equalization fund for facilitating adjustments in the 
international balance of payments. 
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One of the most unfortunate mistakes of the present ad- 
ministration was to strengthen the gold fetish. Instead of 
clinging to gold in the erroneous Warren-belief that unused 
gold would produce rising prices, it would have been far better 
to have applied a suggestion made by Professor Rogers before 
he became an official of the United States Treasury. He pro- 
posed that the government should facilitate the export of gold 
in every way possible, even going so far as to release gold at a 
discount provided it would be exported. This proposal recog- 
nized that we had more gold than we needed and provided a 
concrete plan for remedying the alleged maldistribution of 
gold throughout the world. If the suggestion had been put 
into effect it would have helped to relieve the artificial scarcity 
of gold caused by the anxiety of different countries to pour 
gold into idle hoards. It would almost certainly have led to a 
falling value of gold so that we might have had a rising level 
of prices abroad as well as at home, without sacrificing either 
the gold standard or the former gold value of the currency. 

e) The changing réle of the government—The dominating 
influence which the Secretary of the Treasury, as ex officio 
member of the Federal Reserve Board, is in a position to exert 
over the banking system has repeatedly been attacked as a 
serious defect in the law. Senator Glass, “the father of the 
Federal Reserve system,” has strongly urged that this condi- 
tion be changed. Instead of this, however, the government 
has come to occupy an increasingly important place in the 
banking affairs of the country. This sharp turn toward great- 
er rather than less governmental control over the banks is one 
of the most significant of recent developments. 

The first step in this direction came with the establishment 
of the Reconstruction Finance Corporation under President 
Hoover. This organization was created to advance money to 
banks on assets not acceptable through the customary chan- 
nels, a departure from free individualism which aroused no 
perceptible opposition from the bankers. Later the Corpora- 
tion purchased preferred stock in banks, still with a view to 
bringing financial assistance to them. When the government 
announced, however, that it intended to exercise its rights as a 
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stockholder by participating in the selection of directors, the 
move was bitterly assailed as contrary to American principles. 

Many instances have occurred of the subordination of 
banking to administration policies, specifically to those de- 
signed to promote recovery. Recent open-market operations 
of the Federal Reserve, for example, seem to have followed 
closely the wishes of the Treasury. Even earlier, under Hoo- 
ver, provision had been made for the issue of national bank 
notes against government bonds bearing interest at 32 per 
cent or less. This measure was anticipated by the first Glass- 
Steagall Bill, which permitted the substitution of government - 
bonds for commercial paper as security for Federal Reserve 
notes; and it was carried much farther by the Emergency 
Banking Act, which provided for the issue of Federal Reserve 
bank notes against government securities and other reserve 
bank collateral. The folly of supposing that government 
bonds can insure the value of notes is apparent when we real- 
ize that all German marks issued during the era of inflation 
were “backed” by government obligations. 

A law passed in June, 1934, provided for loans by the 
twelve Federal Reserve banks directly to industrial and com- 
mercial enterprises. This was designed to enable small- and 
medium-sized enterprises to build up their working capital. 
It is notable, not only as an instance of the Reserve banks be- 
ing absorbed into the recovery program, but also as a case of 
the Federal Reserve banks dealing directly with the public in 
competition with state and national banks. About the same 
time the government agreed to guarantee banks against losses 
up to 20 per cent on loans granted to finance renovation proj- 
ects. 

The authority for these—and, indeed, for far more drastic 
—measures proceeded from the Emergency Banking Act of 
March, 1933. This law provided that “during such emergency 
period as the President of the United States by proclamation 
may prescribe, no member bank of the Federal Reserve sys- 
tem shall transact any banking business except to such extent 
and subject to such regulations, limitations, and restrictions 
as may be prescribed by the Secrerary of the Treasury, with 
the approval of the President.” This extreme grant of power 
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is, of course, limited to the period of the emergency, but the 
length of the emergency is to be determined by the President. 
A combination of these and other straws in the wind led to a 
widely held belief that the administration contemplated the 
establishment of a single government-controlled central bank 
as the next step in the remodeling of the banking system, but 
this has been officially denied. 


BANK REFORM UNDER THE NEW DEAL 


When Roosevelt took office on March 4, 1933, New York 
had just followed the example of many other states and de- 
clared a bank moratorium. Determined action was inevitable 
and no one was surprised when, in his first major act as Presi- 
dent, Roosevelt made the banking holiday national in scope. 
One editor remarked that “by invoking the Trading with the 
Enemy Act President Roosevelt closed all banks in the coun- 
try and thus stopped trading with the enemy for seven days. 
Anyone who has followed banking practices knows who the 
enemies of the country are.” 

On January 1, 1933, shortly before the period of banking 
holidays began, 17,796 commercial banks were in operation in 
the United States. Six months later the number stood at 
13,954. During the banking holiday congressional and other 
leaders in Washington had worked feverishly to patch to- 
gether temporary legislation to meet the emergency. This 
was supplemented in June by a comprehensive law, the Bank- 
ing Act of 1933, commonly known as the Glass-Steagall Act. 
Minor provisions or amendments were enacted subsequently. 
The various reforms instituted under the Roosevelt adminis- 
tration will be discussed under headings similar to those fol- 
lowed in considering the defects. 

a) Bank failures —The most important step taken to meet 
the problem of failures was the enactment of a plan for the 
guaranty of bank deposits. As later amended, the law pro- 
vides that, in case of the failure of a bank, deposits up to $5,000 
for each individual will be paid in full out of the funds of a 
Federal Deposit Insurance Corporation, created by the new 
banking law. The funds of the Corporation, apart from ini- 
tial subscriptions by the government and the Federal Reserve 
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system, will come from the proceeds of assets of banks which 
fail and from assessments on members of the guaranty sys- 
tem. All Federal Reserve member banks are required to join 
the system and others are allowed to do so. 

The chief defect of the guaranty law is that it constitutes 
insurance of deposits in name only. Assessments are distrib- 
uted among all members of the guaranty system according to 
amount of deposits and not according to risks, as would be the 
case if principles of insurance were recognized. This is ob- 
jectionable on the grounds of equity, since strong banks bear 
far more than their fair share of the burden and weak banks 
far less. It is also objectionable on the ground that the incen- 
tive to strengthen the condition of a bank in order to reduce 
assessments is lost, and there is a tendency, if anything, for 
standards to be brought down toward those of the weakest 
institutions instead of up toward those of the strongest. Since 
all deposits are safe, a particular bank can scarcely hope to 
attract customers by pursuing a more cautious policy than its 
neighbors. 

The deposit guaranty plan saddles a participating bank 
with an unlimited contingent liability for assessments to meet 
the losses of failing banks. While-this is admittedly contrary 
to conservative banking principles, it does not appear to be as 
serious as has been alleged. Nevertheless, it remains true that 
the guaranty law does not go to the root of our banking diffi- 
culties. What might be a means of strengthening the banking 
system of the country is little more than a device for distribut- 
ing losses, on a basis of expediency rather than equity, among 
the banks of the country. 

The deposit guaranty law is an admission of defeat. It ac- 
knowledges that for political rather than economic reasons it is 
not now feasible to give this country a genuinely strong bank- 
ing system. It accordingly compromises with the exigencies 
of the situation; instead of endeavoring to prevent losses it 
weakly bows to their continuance and provides for shifting 
them from one group to another. 

So far as the law gives added strength to the banking sys- 
tem of the country it does so indirectly. It is probable, in the 
first place, that by providing protection for depositors it will 
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check panic and reduce the danger of runs on the banks. In 
the second place, since the assets of the failed banks will be 
administered by the Deposit Insurance Corporation, presum- 
ably in an orderly fashion, it breaks the vicious circle where 
every drop in the bond market caused bank failures, bank 
failures threw securities on the market, and these sacrifice 
sales caused the price of bonds to drop, so perpetuating the 
movement. 

At the end of the banking holiday the administration as- 
sured the public of the soundness. of the banks which re- 
opened. This action in a sense placed a moral responsibility 
upon the government to safeguard depositors who, acting on 
this assurance, again intrusted their funds to the banks. 
Whether or not the enactment of the deposit guaranty law 
was a tacit acknowledgment that the government was morally 
bound to protect depositors, it is probable that the law, has, 
in fact, place the government behind the banks of the coun- 
try. A system as extensive as this simply could not be al- 
lowed to fail. 

The law as originally passed contemplated a much more 
extreme plan than that outlined here. This plan, which was to 
have gone into effect July 1, 1934, provided for the protection 
of deposits in full up to $10,000, and deposits above that 
amount in part. However, the temporary law was extended 
for one year and it seems probable that this will remain in 
force permanently and that the more drastic provisions of the 
other law, which received most criticism, will never be put 
into effect. While the present plan for the guaranty of depos- 
its ig not ideal, it is far better than nothing at all and undoubt- 
edly leaves the banking system of the country stronger than 
it was before. 

b) Unification of the banking system.—The problem of uni- 
fication of the banking system was approached indirectly. A 
provision of the law on guaranty of bank deposits requires 
that after July 1, 1937, banks must become members of the 
Federal Reserve in order to participate in the system of depos- 
it guaranty. At the time this seemed a weak concession to the 
sentiment for unification. Cases have already arisen where 
banks have withdrawn from the Federal Reserve system rath- 
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er than join the deposit guaranty plan, but it seems improba- 
ble that this movement will extend far. On the contrary, it is 
to be expected that this provision of the law will bring very 
strong pressure upon banks to join the Federal Reserve sys- 
tem, and it is not impossible that this may prove to be the 
most important single measure in the entire law. 

A further concession was made to the sentiment for unifi- 
cation by providing, under stipulated conditions, for admis- 
sion of personal loan and mutual savings banks to member- 
ship in the Federal Reserve system. 

c) Separation of investment and commercial banking.— 
Member banks were required to divest themselves of their in- 
vestment affiliates within one year from the date of enact- 
ment of the Banking Act of 1933. At the same time the act 
forbade investment bankers to engage in commercial banking 
operations. While it is not certain that these measures will 
entirely put an end to the confusion of commercial and invest- 
ment banking operations, they mark an important step in 
that direction. 

d) Varying reserve requirements.—The threat presented by 
large excess reserves of member banks, to which attention was 
directed previously, is lessened by a very important provision 
contained in the Thomas Amendment of May, 1933. This gives 
the Federal Reserve Board the power during an emergency to 
increase or decrease the legal reserves which member banks 
are required to maintain. This is a method of arbitrarily, and 
with a stroke of the pen, wiping out excess reserves that might 
lead to credit inflation, or of creating them with a view to en- 
couraging expansion. It is designed to accomplish immediate- 
ly and easily what open-market operations accomplish more 
slowly. 

The power to vary reserve requirements is a valuable addi- 
tion to existing instruments of central-bank policy, but it has 
very definite limitations. For example, if the system has ex- 
cess reserves amounting to 26 per cent, it might seem possible 
to immobilize this excess by raising requirements by this 
amount. The difficulty is that the excess would not be evenly 
distributed throughout the system and consequently some 
banks would still be free to expand while others would be hard 
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pressed to make up deficiencies. It would probably not be 
politically or economically desirable to meet this situation by 
prescribing different ratios for different banks. Despite such 
considerations, this provision represents not only one of the 
most important bank reforms of the present administration, 
but also a major advance in the development of central-bank 
technique throughout the world. 

e) Miscellaneous——The act prohibited member banks of 
the Federal Reserve system from paying interest on demand 
deposits and gave the Federal Reserve Board the power to 
regulate the rate paid on time deposits. This was expected to 
compensate, to some extent, for the financial burdens imposed 
by the deposit guaranty law. In addition, it was designed to 
prevent banks from competing among themselves by paying 
interest on demand deposits. The practice of paying interest 
on demand deposits was opposed on the ground that it had 
increased banking costs and as a consequence had induced 
banks to undertake more remunerative, which were also more 
risky, investments. This provision will not, in itself, make 
banks more careful in their investments. The difficulty was 
not so much the necessity of covering high costs as it was a de- 
sire to show large earnings. 

The Banking Act of 1933 imposed higher minimum capital 
requirements upon all national banks. For towns of less than 
6,000 population the requirement was raised from $25,000 to 
$50,000, with corresponding increases in larger communities. 
Inasmuch as flagrantly low (down to $5,000) capital require- 
ments have applied to certain state banks rather than to na- 
tional banks, this provision does not go far in meeting the 
evil. Nevertheless, the change is for the better. 

The act gave the Federal Reserve Board a certain amount 
of control over group and chain banking by requiring that a 
holding company obtain a permit from the Board in order to 
vote the stock of a national bank which it controls. The act 
also made certain changes with respect to branch banking. 
The most important was to give national banks the same 
rights in establishing branches as are accorded state banks. 
In general, the purpose of these provisions was to discourage 
group and chain banking and to encourage branch banking, 
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but their direct effect is not likely to be great. If the branch- 
banking movement is to become significant in this country, 
much more fundamental changes than the present must be 
forthcoming. 

One of the primary considerations in framing the Federal 
Reserve Act was to prevent the use of Federal Reserve funds 
for stock-market operations. To this end the law provided 
that commercial paper, in order to be eligible for rediscount 
with Federal Reserve banks, must originate in commercial, 
agricultural, or industrial transactions and could not grow out 
of speculative operations in real estate, securities, or commodi- 
ties. But banks soon discovered that they could discount pa- 
per which was eligible and use the reserves obtained in this 
way to extend loans on paper which was not eligible. While 
this practice complied with the letter, it directly violated the 
spirit of the law. The banks remained almost as free as before 
to provide funds for speculative purposes. The Act of 1933 
accordingly sought to stop this breach in the law. Federal Re- 
serve banks were instructed to determine the use made of 
member bank credit and were authorized to refuse to redis- 
count for member banks which were extending an undue 
amount of credit for speculative purposes. No one supposes 
that this change affords a final solution of the problem it was 
designed to meet. It is chiefly significant as constituting a 
further step in the centralization of authority over banking 
affairs by substituting the discretion of Federal Reserve 
authorities for an arbitrary rule of law. 


PROPOSALS FOR FURTHER BANKING REFORM 


The Devil got sick, 
The Devil a monk would be. 


The Devil got well, 
The devil a monk was he. 


Within the last few years the banking system of this coun- 
try suffered so grievously from sinking spells that its life was 
saved only by a period of absolute quiet and by heroic treat- 
ment in the form of amputation of infected members and the 
administration of artificial respiration by the Reconstruction 
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Finance Corporation. The patient is now convalescing nicely, 
and it is becoming evident that steps must be taken promptly 
to insure that the conversion which accompanied the recent 
illness is genuine and lasting, before the memory of that ill- 
ness fades from the public mind. 

All of the proposals considered below are, doubtless, urged 
by their exponents in a spirit of sincerity. But advocacy of 
the more conservative reforms is influenced by a desire to 
ward off those that are regarded as too extreme, while even 
the most ardent advocates of the radical proposals would ad- 
mit that there is little likelihood of their adoption in the near 
future. Conservative proposals, therefore, represent a pro- 
gram for adoption whereas the radical, and probably the mod- 
erate, proposals are primarily a contribution to the analysis of 
the problem. The recommendations discussed here are not 
intended to be exhaustive, but they include the more signifi- 
cant of those now being advocated, and are representative of 
all. 

a) Conservative proposals for banking reform.—At the right 
of the conservative wing we find the suggestions of those who 
believe that the only banking reform necessary or desirable is 
a return to unimpeded operation of the Federal Reserve Act. 
They believe in the Spartan virtues of laissez faire and hold 
that the banking system will shake itself down and thereafter 
work smoothly if only it is given a chance. 

Less conservative sentiment favors a refurbishing of the 
present banking structure with a few simple and becoming 
patches. Viewing the predominance of failures among small 
banks, this group propose an increase in capital requirements. 
They point out that double liability is of scant use in case of 
need—only about one-sixth of what was due under double 
liability has proved collectible in the past—and would ac- 
cordingly abolish this provision and insure that paid-in capital 
is adequate in the first place. The depositor would then have 
greater protection and all shareholders would share alike in 
any losses, instead of the responsible individuals being held 
for double liability while the irresponsible or unscrupulous 
escape. 

They propose more severe examination of all banks, prefer- 
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ably under federal supervision. And they suggest the desir- 
ability of establishing entrance examinations for bankers such 
as have long been required of lawyers and public accountants. 
For there is still no profession of banking. The present test of 
a man’s qualification to direct a bank is usually his success as 
a butcher or baker, or, more often, as a real estate agent. This 
practice is a gratuitous insult to the bankers, since it argues 
that no particular training or intelligence is required in 
banking. It contrasts sharply with the practice in other coun- 
tries, and its effect upon banking methods is all too plainly in- 
dicated by the recent history of banking in this country. 

Conservative opinion in general would rely chiefly upon the 
gradual processes of evolution to develop a more perfect bank- 
ing system. It was through trial-and-error that England 
slowly worked out her banking technique, and it is evident 
that the same process has been going on in this country. Cer- 
tainly the last decade has taught lessons which we are not 
likely soon to forget. And the evolutionists can point to 
substantial steps that have recently been taken—among them 
the separation of investment from commercia! banking and 
the protection of depositors. 

6) Moderate—As was noted previously, the Banking Act 
of 1933 contained provisions designed to promote the unifica- 
tion of the banking system of the country. There is strong 
support for extending the Federal Reserve system much far- 
ther, possibly even to the complete elimination of state banks. 
While this proposal meets with wide approval among bankers 
in the East, it is viewed with unmitigated hostility in the agri- 
cultural states, particularly of the South. The same is true of 
the proposal to develop branch banking on a nation-wide 
scale. Support for this move is based largely upon experience 
in Canada and England, where commercial banking is in the 
hands of a few large branch banking systems, and where no 
bank failure has occurred throughout the depression. 

Without denying that it may be desirable to encourage 
branch banking in this country, it is only fair to point out 
that the record of Canada and England is somewhat decep- 
tive. Canadian banking, for example, has by no means es- 
caped the costs of the depression. Heavy losses have been in- 
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curred by many branches in western Canada, and failure has 
been avoided only because the systems were strong enough to 
absorb these losses. To a great extent, therefore, the branch 
banking systems of Canada constitute insurance organiza- 
tions which spread the losses of particular sections over the 
country as a whole. This, in effect, is what the deposit guar- 
anty system established by the Banking Act of 1933 promises 
to do for the United States. Nevertheless, nation-wide branch 
banking possesses certain very definite economic advantages 
over unit banking or guaranty of deposits and on this ground 
deserves to be fostered. But any movement in this direction 
will be slow because of the popular opposition to concentra- 
tion of financial power and the strength—politically speaking 
—of unit banks throughout the country. 

The separation of investment and commercial banking 
brought about by the Banking Act of 1933 was, in part, a 
movement away from so-called “department-store banking.” 
This division of function would be carried much farther by 
the proposal to require commercial banks to confine them- 
selves exclusively to commercial operations, giving up the per- 
formance of trustee services, the receiving of savings deposits, 
and all other operations of an investment character. Com- 
plete protection for demand accounts could then be assured, 
it is maintained, by restricting investments of commercial 
banks to self-liquidating commercial paper. A less extreme 
suggestion is to segregate the assets held against different 
classes of liabilities. This is designed to give all creditors of a 
bank equal protection against loss in case of failure. The pres- 
ent arrangement makes it possible for demand depositors to 
draw down the liquid assets of a bank with the result that be- 
fore time depositors can present their claims the bank may 
have only frozen or depreciated assets left. 

Much more extreme than any of these suggestions is the 
proposal to nationalize the commercial banks of the country 
by extending the postal savings system, by forcibly taking 
over existing commercial banks, or in some other way. It may 
seem strange to include this among the moderate proposals 
for reform instead of in the left wing. But this suggestion is 
radical from a political rather than from a banking stand- 
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point. While the change would be socialistic, it would require 
no fundamental departure from traditional banking structure 
or principles. The state would merely succeed the individual 
as the custodian of the responsibilities and perquisites of the 
banking business. 

c) Radical—The most interesting and significant proposal 
for the fundamental reform of the banking structure is the so- 
called “roo per cent Reserve Plan.” This plan is radical only 
in the original meaning of that term, that is, that it goes to the 
root of the problem. Far from proposing a weakening of the 
present banking structure, it represents an attempt to extend 
to deposit credit the safeguards that have for years been at- 
tached to other forms of the circulating medium. The plan 
aims to take away the power of banks to expand the volume 
of deposit credit on the basis of fractional reserves. It is the 
only proposal designed to correct perverse elasticity, which 
was previously pointed out as one of the chief defects of the 
present banking system. It has as yet received little attention 
outside academic circles, but in spite of this fact bills embody- 
ing the essentials of the plan have already been introduced 
into Congress, and it is certain to figure prominently in future 
discussion of banking reforms. The plan has been presented 
in a number of different forms, varying in details, but the es- 
sentials are indicated by the outline traced below. ; 

The government would take over the twelve Federal Re- 
serve banks. Federal legislation would provide for the com- 
plete separation of the deposit and lending functions of com- 
mercial banks. This would be accomplished by the annul- 
ment, within a stipulated period, of existing bank charters. All 
deposit institutions would be required to maintain against de- 
posits 100 per cent reserves in the form of deposits with the 
Federal Reserve banks or in the form of currency. Because of 
this requirement, these institutions would be warehouses 
rather than, as banks are apt to be at the present time, manu- 
facturers of circulating medium. Since they could lend out 
only what had been lent to them, banks could not cause the 
total circulating medium, consisting of common money and 
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bank credit, to increase or decrease. Their entire earnings 
would be derived from service charges. 

During the transition period the credit of existing banks 
would be gradually replaced as circulating medium by the 
credit of the Federal Reserve banks. This would be done by 
means of open-market operations. When the process was 
completed the Federal Reserve banks would hold so large a 
volume of government bonds as greatly to reduce the burden 
of the national debt. All this would be accomplished without 
resort either to taxation or to inflation. Thereafter the Feder- 
al Reserve Board would direct monetary policy according to a 
few simple and explicit rules. In order to eliminate uncertain- 
ty consequent upon a policy of management, no discretion 
would be allowed in the application of these rules. The rules 
could provide, for example, that the total of currency and 
credit would remain fixed, or that it would vary at some uni- 
form rate according to changes in population, according to an 
index of production, or in some other way. Either no change 
at all in the total volume or change at a uniform rate is fa- 
vored because this would make for tightness in times of boom 
and for slack in times of depression—an opposite situation 
from that presented by perverse elasticity. But whatever rule 
was followed, a change in the total circulating medium could 
come only through action of the Federal Reserve authorities. 

The lending functions now performed by commercial banks 
would be taken over by institutions, similar to investment 
trusts, which would obtain funds by the sale of their own 
stock. Short-term lending would then be conducted in sub- 
stantially the same way as long-term lending. ° 

The case for the “‘1oo per cent system” is supported by 
strong arguments. In the first place, this plan would retard 
the self-inflammatory effect of cyclical swings in business ac- 
tivity by overcoming perverse elasticity. It would provide 
currency and credit that would be homogeneous and abso- 
lutely sound. As a result of the purchase of government bonds 
in getting the plan started it would transfer the national debt 
to a government-owned Federal Reserve system, thereby 
eliminating this burden. Finally, all profits from the issue of 
notes and deposits would accrue to the government. 
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; 


In the evolution of economic institutions, the right of coin- 
age was gradually taken out of the hands of individuals and 
made a government monopoly. At the end of the Civil War, 
the banks of this country were deprived of the privilege of 
freely issuing bank notes. Since they could no longer freely 
issue promises to pay in the form of notes, they proceeded to 
develop the practice of issuing promises to pay in the form of 
deposit credits. The change was largely one of form, since 
both notes and deposits were promises to pay on demand and 
both served as circulating media. And the use of deposit 
credit developed so rapidly that the banks soon found that 
they had recovered far more than they had lost. The govern- 
ment’s monopoly of the issue of common money became pro- 
gressively less important as the use of checks increased, and 
today common money, in terms of business done, is only about 
one-ninth as large a part of the total circulating medium as 
bank money. Supporters of the “too per cent system” main- 
tain that the reasons for taking the issue of common money, 
including bank notes, out of private hands apply with equal 
force to deposit credit and that, in regarding the one and ig- 
noring the other, we have seized the molehill and lost the 
mountain. 

However strong the logical argument for the 100 per cent 
system may be, the case for the proposal is anything but 
strong from a tactical standpoint. The fact that free services 
would no longer be provided by banks will, doubtless, seem a 
serious objection to the general public. As a matter of fact, 
such an arrangement is much fairer than the present situa- 
tion, where banks derive much benefit from society as a whole 
through the issue of circulating medium, and return part of 
this gain not to society generally but to those individuals for 
whom they perform free services. Bankers, in turn, will op- 
pose this reform because it would involve a fundamental 
change in banking traditions and because it would mean the 
loss of the principal source of banking profits. The opposi- 
tion seems certain to prove too strong to allow enactment of 
such a plan as this at the present time. In short, the strength 
of logic is on the side of the proposal but the strength of tradi- 
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tion—which is stronger than logic—is on the side of the oppo- 
sition. 

The accomplishments of the present period of reform have 
been many and substantial. Protection of depositors, separa- 
tion of investment and commercial banking, legalization of 
varying reserve ratios for member banks, steps to encourage 
unification of the banking system—these are the most impor- 
tant of the reforms cast up out of the great depression. 

Barring unforeseen developments, the prospect for further 
reform, however, is not bright. The administration has an- 
nounced its desire to “co-operate” with the bankers. So long 
as this mood continues no major banking reform is to be ex- 
pected. In making this turn to the right we are merely follow- 
ing the historical pattern: banking reform in this country is 
paid for out of keen distress, and we have now reached a point 
where we have less of this coin to offer. Much yet remains to 
be done before our banking structure approaches the ideal, 
but the problem now will be to hold those advances we have 
already made. 
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INTRODUCTION BY THE EDITOR 


Can the United States remain neutral in the event of an- 
other major war? Did we not think so before the war of 1914 
also? Is it safe to insist on the same traditional policies of 
neutrality in the case of a future war in view of the manner 
in which they ultimately led us to war in the past? 

Professor Quincy Wright is well qualified for a discussion 
of these questions by his past studies of the law of neutrality 
and his legal service to the Navy Department during the 
World War. Inasense this pamphlet supplements Public Pol- 
icy Pamphlet No. 14, 4n American Foreign Policy: Toward 
International Stability. 

This is the seventeenth of a series of Public Policy Pam- 
phlets which the University of Chicago Press is publishing. 
Frequently the scholarly journals give no attention at all to 
problems that have an acute public interest, while the ordi- 
nary magazines can print little but superficial comment. The 
University might well perform a valuable service by making 
available to the public whatever special training and infor- 
mation it may have at its disposal. The continuation of such 
a series will, of course, depend upon its reception by the 
public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 


Harry D. GIDEONSE 


May 15, 1935 


THE UNITED STATES AND NEUTRALITY 


With rising tensions in Europe, many Americans have 
been giving attention to the appropriate policy for the United 
States in case a general war should develop.t The commen- 
tators seem generally to agree that war is a catastrophe and 
that the first American policy should be to avoid it, but there 
is difference of opinion as to how to do it. 

One group clings to the traditional policy of maintaining 
neutrality according to the prewar rules of international law 
based upon the principles of impartiality, official abstention, 
and freedom of the seas. Another group believes that this 
policy would not keep us out of future wars any more than 
it has kept us out of past wars, and urges important modifica- 
tions of the practice of neutrality, such as more rigorous re- 
striction upon the use of American ports by belligerent vessels, 
prohibition of all or some private trade and loans to belliger- 
ents, or bargaining with belligerents concerning maritime 
trade in the light of the particular circumstances without 
reference to traditional neutral rights. 

A third group would go even farther in modifying the 
traditional practice by discriminating in commercial relations 
with the belligerents according as international consultation 
has determined them to be “aggressors,” “innocent victims,” 
or “states engaged in collective defense of the victim.” Such 
a policy of “benevolent neutrality” or “partiality,” while dis- 
tinguishable from a policy of “rigid neutrality,” is also dis- 
tinguishable from the more extreme policy advocated by a 
fourth group, that of accepting commitments in advance to 
enter into future wars against an aggressor. This policy, 
which abandons neutrality altogether when the aggressor can 
be determined, finds more favor in Europe than in the United 
States, but even in Europe it has been accepted only with 
respect to a limited number of regions. Membership in the 

t See particularly Charles Warren, “Troubles of a Neutral,” Foreign Affairs, 
April, 1934, p- 3773 ‘Prepare for Neutrality,” Yale Review, Spring, 1935, pp- 467-78; 


Allen W. Dulles, ° ‘The Cost of Peace,” Foreign Affairs, July, 1934, p. 567; Edwin M. 
Borchard, “Dragging America into War,” Current History, July, 1934, p- 392- 
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League of Nations does not involve such obligations as this.? 

There are many who believe that, desirable as it is to keep 
out of European wars, and undesirable as it would be to 
make any commitments to go to war, yet the prospect of 
keeping out of war, either by a policy of rigid neutrality, of 
flexible neutrality, or of qualified neutrality, is so slight that 
American foreign policy should be primarily devoted to pre- 
venting a European war altogether. A policy of co-operation 
calculated to exert the utmost influence of the United States 
to prevent war would, of course, carry some risk of involving 
the United States in the war in case the policy should prove 
inadequate in a particular instance. Even if this were true, 
the “risk of peace” might still be worth taking. Whether we 
believe it is doubtless depends on our estimate of the risks 
of such a policy of co-operation as compared with the risks 
of any possible policy of isolation. If it is practically certain 
that we will become involved in any war between great powers 
which lasts for a considerable length of time, whatever we do, 
then a policy of co-operation to prevent war could add little 
to the risk. 

Before attempting to formulate a policy applicable under 
present conditions in the event of foreign war, which will be 
the task of the final section of this pamphlet, it is necessary 
to consider (1) the probability of the United States keeping 
out of a general European war; (2) the place of neutrality in 


2 Article 10 of the Covenant leaves it to the states themselves to determine the 
methods which shall be most appropriate, each in its own case, to preserve the térri- 
torial integrity and existing political independence of other members of the League. 
While the application of Article 16 is certainly incompatible with the observance by 
member states of the traditional law of neutrality in most wars, yet it does not re- 
quire the member states either to go to war or to participate in belligerent operations. 
League committees have, in fact, interpreted these articles not as involving an entry 
into war but as providing for “pacific blockades,” or “benevolent neutrality.” 
(League of Nations, Reports and Resolutions, on the subject of Article 16 of the Cove- 
nant, Legal, 1927, V, 14; Wright, “The Future of Neutrality,” International Con- 
ciliation, September, 1928, No. 242, p. 368.) It is true that certain bilateral treaties 
between European states involve a definite obligation upon the parties to enter into 
war under certain circumstances. The Locarno treaty also involves such an obliga- 
tion for the five parties (France, Germany, Great Britain, Italy, Belgium) if the 
Council of the League has declared that a breach of the second article of the treaty 
or of Articles 42 or 43 of the Treaty of Versailles, has been committed. In case of a 
“flagrant” violation of Article 2, this obligation arises even prior to such declaration 
by the Council. In such a case, however, the Council is seized with the question and 
the parties are bound to act in accordance with its findings 
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international law and practice; and (3) the past American 
policy with respect to neutrality. 


I. PROBABILITY OF KEEPING OUT OF A GENERAL WAR 


Undoubtedly there is an overwhelming opinion in the 
United States at the present time in favor of keeping out of 
any and all European wars. But experience hardly justifies 
the hope that this opinion would remain unaltered after a 
general war had progressed for two or three years. In spite 
of efforts to remain neutral we have generally entered such 
wars eventually. Are the prospects any better for keeping 
out of future wars? 

Great powers have found it more difficult to keep out of 
wars involving the balance of power than have other states. 
In fact a tabulation of the wars since the beginning of the 
seventeenth century indicates that in only three instances in 
these three centuries have any world-powers succeeded in 
keeping at peace during a war which involved a world-power 
on each side and lasted for over two years. 

Fourteen periods of war which correspond to the condition 
stated seem to have existed during these three centuries. 
England succeeded in remaining at peace during the War of 
the Polish Succession (1733-38); Russia remained at peace 
during the American Revolution (1775-83); and Austria 
and Prussia remained at peace during the Crimean War 
(1854-56). In each case, however, these states became in- 
volved in a war very soon after the wars in question were 
over. In all other cases every great power was involved in every 
war of the type stated. 

The main explanation of this is doubtless to be found in the 
balance of power, according to which each state always acts 
sO as to prevent any one from getting so powerful as to domi- 
nate the rest. The results of a war between great powers 
might so augment the position of certain of them and weaken 
that of others that the equilibrium which had theretofore 
preserved the existing situation would be shattered. To pre- 
vent such a result, the powers have usually considered it wise 


3 See Section 3, infra; and Allen Dulles, op. cit., pp. 567 ff. 
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to enter the war so that they can participate in the peace con- 
ference and influence the result. 

Only where a great-power war has been ended in a very 
short time, as were Bismarck’s wars, has such intervention 
been avoided. In the war between Russia and Turkey, in 
1878, all of the powers met together at the Conference of 
Berlin to remake the treaty, even though they had not partici- 
pated in the war, and the United States made its influence 
felt in the settlement of the Russo-Japanese War of 1904-5. 

The United States has considered itself outside of the bal- 
ance of power, but its participation in disarmament confer- 
ences and in the major political settlements of the Far East 
and Europe since the turn of the century belies this theory. 
Participation in the balance of power is a question of fact, 
not of theory or policy, and the United States is in it. The 
growing awareness that the political complexion of the world 
would be greatly altered if Germany won a complete victory 
in the World War was a factor of no small importance in 
American entry into the war in 1917. 

Another factor drawing neutrals into war is the contagion 
of belligerent attitudes. Attitudes tolerant of war undoubted- 
ly grow in neutral populations. War, as Lord Northcliffe 
pointed out, and as all newspaper men know, takes the lead 
in reader interest, preceding even the interest in sex.4 People 
are spontaneously interested in conflict situations and of all 
conflict situations war is the most dramatic. In an age of 
world-wide news services, this interest assures general famil- 
iarity with war while it is in progress. Familiarity breeds 
tolerance and tolerance breeds favor. War, to paraphrase 
Pope, 

Is a monster of such hideous mien 
That to be feared needs only to be seen. 


But seen more often, grown familiar with her face, 
We first endure, then pity, then embrace. 


This process whereby the neutral eventually embraces 
war has been made the subject of scientific study by Professor 


4 Kingsley Martin, “The Influence of the Press,” Political Quarterly, I (1930), 
163-64. 
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Schuyler Foster of Ohio State University.’ The news in the 
New York Times and certain Chicago papers during the period 
of American neutrality was tabulated and it was found that 
as the war went on the war news tended to lose its objective 
character, to be pro or con one of the belligerents, then as 
crises arose affecting American interests, the news tended to 
relate the war to these interests. At this stage familiarity 
with the idea of war had grown to such an extent that resist- 
ance rapidly broke down. 

Discussion was carried on in terms of the common symbol, the 
American nation, as represented by the national government. As 
the recurring crises seemed to threaten this group symbol, the degree 
of collective involvement mounted; and there developed an accom- 
panying disregard for the realistic consequences of war for individual 
Americans, as distinguished from the collectivity. 


Our opinion while we were neutral more and more empha- 
sized the point that the war was affecting the United States. 
It was both imprudent and undignified to be passive. We 
must do something positive about it, and after notes had been 
sent without results there seemed nothing of a positive nature 
to do but to get into the war. 

In small states such as the Netherlands and the Scandi- 
navian powers, these factors also had an influence, but the 
obvious risks and the military inability of these states to 
influence matters by entry into the war maintained resistance 
to war. In the case of the United States, however, the risks 
were less and the capacity to influence affairs greater. 

This same process could be observed in the Napoleonic 
period. In the 1790’s and again in the period after 1805 the 
party for positive action steadily gained in power. John 
Adams’ heroic act in stopping the war against France in 1799 
cost the Federalist party its life. With all his popularity, 
Jefferson had to repeal his embargo before his term was up and 
the “war-hawk”’ party steadily gained in Congress until it 
brought us into the War of 1812. 

As war with its excitements and heroisms, as well as its 
inconveniences to the neutral, grows familiar, neutrality 


5“How America Became Belligerent: A Quantitative Study of War News, 
1914-17, American Fournal of Sociology, XL (January, 1935), 464, 469-70. 
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seems a futile and ignominious position and many of those 
who, in time of peace, are sure of the wisdom of that policy, 
will be found with the herd that calls for positive action and 
a heroic stand. They will be found writing as did an eminent 
American historian in 1917: 

Neutrality is essentially passive in nature and is merely a right 
or privilege sanctioned by interstate usage. In no sense, however, 
is it a moral duty. It may even be the very reverse.® 


It has been suggested that by cutting off trade with bel- 
ligerents entirely, as Jefferson attempted in 1807, neutrality 
could be preserved. Even more important is it to cut off 
news altogether. If the people are allowed to read about the 
war, they will move toward participation. 

On August 18, 1914, President Wilson told the American 
people that “we must be impartial in thought as well as in 
action.”” He recognized that 
.... the people of the United States are drawn from many na- 
tions, and chiefly from the nations now at war. It is natural and 
inevitable that there should be the utmost variety of sympathy and 
desire among them with regard to the issues and circumstances of 
the conflict..... It will be easy to excite passion and difficult to 
allay it. 


He did not underestimate the difficulties with which he was 
to be confronted. There was a marked increase in the propor- 
tion of tendentious appeals for both sides during the neu- 
trality period.? America was dividing. As a pro-French and 
a pro-British party threatened to split the country in 1796 
in spite of everything Washington could say in his farewell 
address, so the pro-German and pro-Ally factions threatened 
internal trouble in spite of President Wilson’s warnings. The 
classic remedy for internal dissension is external war, and in 
times of neutrality the remedy is particularly easy to apply. 
The United States applied it in 1798, 1812, and 1917. A red, 
white, and blue pamphlet published by the Committee on 
Public Information on June 15, 1917, entitled How the War 
Came to America, both explains and illustrates this process. 

6 George L. Beer, The English Speaking People (New York, 1917), p. 143, citing 
Bolton King, “Life of Mazzini,” Everyman, p. 305. 

7 Schuyler Foster, op. cit., n. 5. 
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American neutrality, in those first months of the great war, was 
beyond any question real. But the spirit of neutrality was not easy 
to maintain. Public opinion was deeply stirred by the German in- 
vasion of Belgium and by reports of atrocities there. . . . . Contro- 
versies soon arose between Great Britain and this nation..... But 
the mind of America had learned much in the long bitter months of 
war. Future historians will make charts of this remarkable evolu- 
tion in our public opinion: the gradual abandonment of the illusion 
of isolation. 


The difficulty of resisting the pressures of economic inter- 
ests that seek to drag the country into war has been empha- 
sized in most discussions of the problem of neutrality.* Con- 
troversies over neutral rights arise and the alternative is pre- 
sented of resigning legal claims or entering the war to enforce 
them. Loans are made and bankers fear they cannot collect 
unless the debtor nation wins the war. If embargoes are 
enacted, the pressure of traders who see themselves deprived 
of opportunities to make rich profits is felt by the govern- 
ment. All of these influences are important, but they influ- 
ence rather the side on which the neutral will enter the war 
than the fact of his entry. A powerful neutral eventually 
enters a war between great powers closely matched because, 
with the progress of hostilities, its statesmen become alarmed 
at possible consequences to the balance of power and, with 
the deluge of war news increasingly stressing the neutral’s 
wrongs, its public opinion becomes callous to casualties, im- 
patient at passivity, and insistent upon action. When con- 
ditions exist for entering the war, economic, political, or mili- 
tary circumstances of the moment determine the side. In 
the Napoleonic period we got in first on one side and then on 
the other. In the World War period, we had grave contro- 
versies with the Allies which might have become graver if 
Germany had not started her submarine campaign. The bel- 
ligerent which controls the news has a big advantage in a 
neutral country, but in addition the diplomatic controversies, 
racial and traditional attachments, the political orientation 
of the party in power, the balance of economic interests, have 


8 See articles cited in footnote 1; H. C. Engelbrecht, Merchants of Death (New 
York, 1934), pp- 173 ff.; and J. V. Fuller, “The Geneses of the Munition Traffic,” 
’ Journal of Modern History, V1 (September, 1934), 280-93. 
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an influence in determining the side on which the neutral 
enters. 

If another general war breaks out in Europe and lasts for 
three years, it will be a miracle if the United States preserves 
its neutrality. Our capacity to prevent that war may not be 
large, but it is the major hope we have of keeping at peace. 


2. THE NATURE OF NEUTRALITY 


The popular concept of neutrality, which means non- 
participation in the military activities of a war going on be- 
tween other states, must be distinguished from the legal con- 
cept, which means observance of the rules of international law 
specified for such non-participating states. The rules of inter- 
national law have been more changeable on neutrality than 
on any other subject. 

This relativity of the legal concept of neutrality to the con- 
ditions of the time can be illustrated from the history of 
Europe, though apparently illustrations might equally be 
drawn from the history of China, India, Greece, Rome, or 
any other civilization with a history. When these civilizations 
were divided into a number of independent states without 
organic bonds, the privilege of being impartial in wars was 
recognized and defined in terms of neutral rights and duties. 
In so far, however, as these states recognized themselves as 
parts of a larger community, neutrality in the sense of im- 
partiality tended to disappear. Thus the amphictyonic oath 
in Greece prohibited the destruction of any amphictyonic 
town or cutting it off from running water, and all agreed to 
“march against the violator and destroy his city.’”” As Rome 
advanced the political integration of the civilization of her 
day she refused more and more to recognize neutrality.® 

When Europe was looked upon as a united Christian so- 
ciety under the pope and emperor, impartiality in war was 
impossible. Hostilities against the infidel were a crusade in 
which all Christian states should join. Hostilities between 
barons were private wars to be condemned by papal inter- 
dict or excommunication or suppressed by the feudal su- 


9 Visawanatha, International Law in Ancient India (1925), chap. x; Phillipson, 
International Law and Custom of Ancient Greece and Rome (1911), Il, 7-8, 303-14. 
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perior.*® Hostilities between monarchs were just on one side 
and unjust on the other and were to be praised or condemned 
accordingly. In fact, as communication and trade were 
slight, outside parties did not usually have thrust upon them 
the problem of taking an attitude on the question. They 
could, in fact, do nothing in the presence of distant hostilities, 
and when hostilities were in their neighborhood they usually 
waited until they saw a possibility of gain by helping one side, 
in which case it was as possible then as now to find adequate 
moral pretexts. 

A real problem of neutrality did not arise until merchant 
guilds and trading cities had developed ocean commerce in 
the twelfth and thirteenth centuries. Such groups had an 
interest in continuing their trade with belligerents, and the 
sea codes, of which the Consolato del Mare is the most famous, 
announced the rule that goods of a friend could not be taken 
even on an enemy vessel, while goods of an enemy might be 
taken from a friend’s vessel. The word “neutral” was not 
used, but this recognition of the non-enemy merchant’s rights 
became the basis for the later law of neutral rights. As mari- 
time commerce increased in importance, the pressure grew 
for increased recognition of such rights, and treaties began 
to define contraband and blockade as limitations upon the 
neutral’s right to trade and to exempt enemy goods in neutral 
ships from seizure. Neutral rights became more and more 
firmly recognized with the growth of custom, trade flourished 
and states resting on commercial enterprise began to doubt 
the wisdom of Machiavelli’s dictum that it is not only “more 
frank and princely” but also “more profitable” to declare 
war than “to stand neuter.”*3 Neutrality had rights, risks, 
and profits, but few duties. A “neutral” could lend troops 

10 Walker, History Of the Law of Nations (1899), I, 135. 


™ Holland, Studies in International Law, pp. 40-58; Wright, “Changes in the Con- 
ception of War,” American Fournal of International Law, XVIII (October, 1924), 764. 

1 Twiss, The Black Book of the Admiralty (1874), III, 539-47; Quigley, The Im- 
munity of Private Property from Capture at Sea (1918), pp. 8, et seg.; Pardessus, Co/- 
lection de Lois Maritimes (Paris, 1831), II, 303. The word “‘neutral”’ seems not to 
have been used in the sense of international law until the sixteenth century. See 
Murray’s Oxford Dictionary, and Marsden, Law and Custom of the Sea (Navy Record 
Society Publications, Vol. 49), I, 149. 

13 Machiavelli, The Prince, chap. xxi. 
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or port facilities to a belligerent or let the latter’s army cross 
his territory without losing his neutral rights at sea." 

This could not last. War became a more serious business. 
It became national, not feudal. Sea powers became aware 
that victory could be won by attacking the enemies’ resources 
from the sea. It came to be seen that neutral trade was a real 
advantage to the enemy. Maritime belligerents began to 
tighten up and neutrals could only defend their “rights” by 
bargaining. During the seventeenth and eighteenth cen- 
turies neutral privileges were defined by treaties, in which the 
neutral had to assume obligations not to furnish troops to 
the enemy or let him use ports. But still maritime belliger- 
ents encroached, and neutrals thought of banding together 
in armed neutralities to defend their right to trade by force. 

It was at this stage that the United States entered the 
scene. As a trading nation, its interest in neutrality was great, 
while its physical isolation made the policy more practical. 
Its efforts in 1793 to fulfil its commitments in the early treaty 
with France taught it the impossibility of enjoying neutral 
rights while giving privileges to one belligerent. In his procla- 
mation of April 22, 1793, Washington had declared that “the 
duty and interests of the United States required that they 
should with sincerity and good faith adopt and pursue a 
conduct friendly and impartial towards the belligerent 
powers,” and, in the controversy with France which followed, 
Secretary of State Jefferson 


adduced proofs from the most enlightened and approved writers on 
the subject that a neutral nation must in all things relating to the 
war observe an exact impartiality towards the parties; that favors to 
one to the prejudice of the other would import a fraudulent neu- 
trality of which no nation would be the dupe. 


The administration observed this principle not only by 
instructing customs officials and initiating prosecutions in the 


™Grotius, III, chap. xvii; Hall, 8th ed. secs. 208-13, pp. 691-707. Neutral 
negotiations of the seventeenth century restricting the use of neutral ports by 
belligerent warships were in pursuance of the immediate neutral interest in prevent- 
ing hostilities near its coast rather than in recognition of a neutral duty. Marsden, 
op. cit., 1, 365 (1605); II, 70 (1668). 

1s See treaties cited by Hall, op. cit., pp. 692, 701, and on armed neutrality of 
1780, pp. 773, 881. 
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courts to prevent the outfitting of French privateers but by 
agreeing to restore or compensate the British for prizes taken 
from them by privateers which had been outfitted before 
these efforts became effective.*® On the basis of this note the 
British were awarded $143,428.14 by the abitration tribunal 
set up under the Jay Treaty of 1794, and a precedent of neu- 
tral liability was established which assisted the United States 
in collecting $15,500,000 from Great Britain for the depreda- 
tions of the Confederate warship “Alabama” as a result of 
the Geneva arbitration of 1872. To assure himself of ade- 
quate legal powers to enforce neutrality, Washington appealed 
to Congress, which codified the law of neutral obligations on 
the basis of absolute impartiality. What the armed neutrality 
of 1780 was to neutral rights, the American neutrality act of 
1794 was to neutral duties. “If I wished for a guide in the 
system of neutrality” said Canning during a debate in the 
House of Commons on the repeal of the Foreign Enlistment 
Act, “I should take that laid down by America in the days 
of the presidency of Washington and the secretaryship of 
Jefferson.”*7 The Foreign Enlistment Act, which had been 
passed in 1819 on the model of the American act of 1794, 
was not repealed. Other countries have subsequently passed 
similar laws. 

Neutrality, involving not only rights but also obligations, 
assumed the character of a legal status. The United States 
indicated its intention to occupy this status as a matter of 
policy. In spite of its inability to carry out this intention in 
the Napoleonic period, the industrial revolution and the rise of 
trade in the long peace which followed made neutrality seem 
reasonable. Switzerland and Belgium, in the midst of power- 
ful potential belligerents and too weak to affect the issue of 
their wars, adopted the status of “permanent neutrality” 


6 Genet to Jefferson, June 8, 1793; Jefferson to Genet, June 17, 1793, paraphrased 
in Jefferson to G. Morris, United States Minister in France, August 16, 1793; Jeffer- 
son to Hammond, Minister from Great Britain, September 5, 1793, in American 
State Papers, Foreign Relations, 1, 151, 154, 168, 174. 


17 Cited by Phillimore, International Law, sec. 147; and by Syngman Rhee, 
Neutrality as Influenced by the United States (1912), p. 106. See also Hall, op. cit., 
p- 707; Wright, The Enforcement of International Law through Municipal Law in the 
United States (1916), p. 127. 
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or had it thrust upon them as a matter of legal guarantee by 
their big neighbors.*8 

The wars that followed this peace were wars of Italian, 
German, and Balkan national unification. Wars to achieve 
national unity had been made to sound moral by Mazzini. 
On the other hand, Metternich had the support of law in justi- 
fying war to support the status quo. Clearly, outside states 
could not easily decide who was right in such wars. Inter- 
national lawyers forgot the distinction of the early publicists 
between just and unjust wars and followed Vattel in treating 
war as an event or accident, into the origin or moral character 
of which the law could not or at least would not go. Thus 
neutrality had an adequate moral basis, and the further codi- 
fication of neutral rights in the Declarations of Paris (1856) 
and London (190g), and of neutral duties in the V and XIII 
Hague Conventions of 1907 stabilized the law. 

Neutral traders had definite rights at sea, and belligerents 
who seized or interfered with ships or cargoes contrary to 
these rights were deemed liable to claims which neutrals 
found it possible to collect by diplomacy or arbitration, if the 
belligerent’s prize courts gave no remedy. In exchange for 
this, however, neutral governments were under definite 
obligations, including absolute impartiality in all govern- 
mental action and, in addition, complete abstention by the 
government from assistance to either belligerent and pre- 
vention of defined acts of assistance to either by private 
persons within its territory. Treaties and arbitrations had 
established the financial liability of a neutral to a belligerent 
which suffered damage through its failure to fulfil these 
duties. Thus such terms as imperfect, benevolent, or quali- 
fied neutrality came to have no place in the conceptions of 
international law. A state which was partial toward one bel- 
ligerent was not neutral and was liable in damages to the 
other. Current popular discussion used the term “neutral- 
ity” as equivalent to non-participation in the war, but in the 
sense of pre-World War international law a non-participant 


8 Oppenheim, International Law, I, chap. ix, 171-79. 


19 Wright, “Changes in the Conception of War,” American Journal of Inter- 
national Law, XVIII (October, 1924), 757. 
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might be neither neutral nor belligerent. ‘Costa Rica,” writes 
George Grafton Wilson, “‘stating on April 12, 1917, a year 
before declaring war against Germany, that it would permit 
‘the use of its waters and ports for war needs by the American 
Navy’ could not legally claim to be neutral.’’° The fact 
existed, but it was not recognized as a legal status, and under 
the principles of the “Alabama’’ arbitration Costa Rica 
might have been liable to Germany for damages suffered as a 
result of her partiality had not the latter waived all claims 
by Article 439 of the Treaty of Versailles. Neutrality as a 
legal status was at its zenith on the outbreak of the World 
War, when the Interparliamentary Union was devising a 
universal peace by voluntary neutralization. The neutrals 
issued lengthy proclamations reiterating the law, voicing 
moral enthusiasm for the system, and sometimes suggesting 
concerted action to preserve their rights." 

Neutrality, however, did not prevent the war from spread- 
ing over the world. It did not protect Belgium and Luxem- 
burg. Both gave up their guaranteed status after the war. 
President Wilson proclaimed the end of the American policy 
of neutrality and former President Taft organized a move- 
ment for a League to Enforce Peace. The Interparliamentary 
Union stopped talking of peace by neutrality. Organization 
of the League of Nations marked a new era, where peace was 
to be sought by organization rather than isolation, by co- 
operation rather than neutrality.” 

The political, economic, and moral integration of the world, 
as well as the radical decrease in the rights and the increase in 
the obligations of neutrals, will hardly make the position of 
the neutral more possible and attractive in the future than 
in the recent past. The position of most neutrals became un- 


30 Wilson and Tucker, International Law (8th ed.), p. 299. 


2x Naval War College, International Law Documents (1916), especially Swiss 
Declaration, August 4, 1914; United States Declaration, August 18, 1914; and 
Venezuelan memorandum, October, 1914, pp. 70, 89, 125. 


2 “The establishment of the League of Nations will probably have the conse- 
quence that in future no other states will become neutralized, because there will 
probably be no demand for it.” (Oppenheim, op. cit. [3rd ed.], I, 175.) See also 
Wright, “Effects of the League of Nations Covenant,” American Political Science 
Review, XIII (November, 1919), 563- 
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bearable before the World War was over, yet in the post-war 
years the desire for untrammeled independence, which has 
always been both the bulwark of neutrality and the bane of 
international organization, has reasserted itself. Nations 
have shown themselves reluctant to pledge their active par- 
ticipation in international police measures in future emergen- 
cies the precise character of which cannot be foreseen. The 
United States refused to join the League of Nations. The 
sixth Pan-American Conference at Havana (1928) approved 
a convention on maritime neutrality and this was ratified 
by the United States in 1932.73 The Nye Commission of the 
Senate and the Department of State are now (1935) con- 
sidering amendments to strengthen the American neutrality 
laws.?4 

States within the League of Nations, especially those dis- 
tant from Europe, have insisted that the League Covenant 
leaves them a wide discretion in deciding upon the measures 
necessary to enforce the guarantees of the Covenant and re- 
serves to them the final decision as to whether the occasion for 
applying sanctions has arisen.?5 In the discussions which led 
to the Pact of Paris, leading members of the League accepted 
Secretary Kellogg’s emphasis upon this interpretation.” 

Thus, while the League is struggling to develop a theory 
and assure a practice of organized suppression of violence,?? 
the states are reverting to the hardly compatible theory and 
practice of legal neutrality. 


3. PAST AMERICAN POLICY WITH RESPECT TO NEUTRALITY 


Up to the time of President Wilson’s address of April 2, 
1917, most Americans probably believed in neutrality as a 
permanent policy. They considered it sanctioned by Wash- 

23 United States Treaty Series No. 845 and comments by Q. Wright, American 
Journal of International Law, January, 1927, pp. 127-32. 


24 Supra, n. 1. See also Senator Borah’s proposal for a conference on neutral 
rights, Sen. Res. 157, 70th Cong., 1st sess., February 21, 1928. 

as Supra, n. 2. 

26 Note to fourteen nations, June 23, 1928, Department of State, Treaty for the 


Renunciation of War, Text of the Treaty Notes Exchanged, Instruments of Ratifica- 
tion and of Adherence and Other Papers, Washington, 1933, Pp. §7- 


27 Wright, “Collective Rights and Duties for the Enforcement of Treaty Obliga- 
tions,” Proceedings of American Society of International Law, 1932, pp. 108 ff. 
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ington’s farewell advice not to “entangle our peace and 
prosperity in the toils of European ambition, rivalship, 
interest, humor or caprice,”’ forgetting to notice that this 
warning was neither against general political agreements nor 
against the use of force but against “permanent alliances 
with any portion of the foreign world” and in order that we 
might “choose peace or war, as our interest, guided by justice 
shall council.” It is also worth notice that Washington did 
not justify his own neutrality proclamation of April 22, 1793, 
on grounds of permanent policy but “to gain time to our 
country to settle and mature its yet recent institutions.” 
No sooner had Washington’s neutrality proclamation been 
issued than the country divided itself into a pro-British and 
a pro-French party. The rapid drift of the country toward 
war with England was stemmed by the negotiation of the 
Jay Treaty, which brought a shower of vilification upon the 
heads of Washington, Hamilton, and Jay and the resignation 
of Jefferson from the Cabinet to form an opposition party. 
France insisted that her rights under the treaties of 1778 
had been violated by the Jay Treaty and the American prac- 
tice thereunder. The retaliation against American commerce 
played into the hands of the pro-British party. In spite of 
Washington’s farewell address, suggested by this situation, 
and the difficulties into which the French treaties of 1778 had 
got us, the Federalist administration of Adams soon found 
itself in an active maritime war with France (1798-99). More 
extensive operations were contemplated. Hamilton was drill- 
ing troops and Washington was recalled from his retirement, 
when Adams, the leading protagonist of rigorous neutrality, 
decided (against the advice of his Secretary of State, Picker- 
ing) to send a new mission to France. He succeeded in ending 
the war with that country but wrecked the Federalist party. 
Jefferson, heading a party with pro-French sentiment, came 


28 Farewell address, September 17, 1796, Richardson, Messages and Papers of 
the Presidents (1909), 1, 222-24. The history which follows may be studied in Carl R. 
Fish, American Diplomacy (New York, 1923); R. G. Adams, 4 History of the Foreign 
Policy of the United States (New York, 1924); J. H. Latané, 4 History of American 
Foreign Policy (New York, 1927); J. B. Moore, Principles of American Diplomacy 
(New York, 1918). Most of the documents are printed in J. B. Moore, Digest of 
International Law (1906), V, 821, 826 ff. 
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into office in 1801. He reiterated the policy of Washington’s 
farewell address in his inaugural and ratified the treaty with 
France. During the brief interval of peace in Europe which 
followed, he purchased Louisiana from Napoleon, thus mak- 
ing hostilities with France less probable. 

After the renewal of the European war in 1805, commercial 
and impressment difficulties with England soon arose, the 
attempt to negotiate a new treaty with that country failed, 
and we rapidly drifted toward war after the British warship 
“Leopard” had fired upon the American warship “Chesa- 
peake”’ in 1807. To maintain peace, Jefferson persuaded Con- 
gress to pass an embargo measure upon all trade with both 
belligerents. While it did prove a hardship to England, it 
was even more of a hardship to the merchants of New Eng- 
land and to the farmers of Virginia. Instead of promoting 
an attitude of peace, it stimulated the “war-hawk party” in 
Congress, composed mainly of westerners—young men tired 
of the ignominy of neutrality, who urged a war in which we 
could acquire Canada and Florida. As the last act of his ad- 
ministration, Jefferson was forced to recognize the failure of 
the embargo and signed its repeal. His successor, Madison, 
tried to preserve peace by a policy of a discrimination, favor- 
ing the side which would respect our rights at sea, authorized 
by the Non-Intercourse Acts. But this also played into the 
hands of the “war-hawks” and we entered the war in 1812 
against England.?? The Peace Treaty of Ghent acknowledged 
none of our claims, and in view of our virtual defeat in the 
war we felt lucky to make peace on the basis of a territorial 
status quo ante bellum.3° 

During the long peace which followed, we forgot these 
difficulties, devoted ourselves to developing the west and to 
military expansion in the Caribbean, in Central America, 
in Mexico, and against the Indians. Neutrality in extra- 
American problems became a tradition, although it was fol- 
lowed in a rather qualified way in connection with the wars 
and interventions in the Far East during this period. 

39 Julius W. Pratt, Expansionists of 1812 (New York, 1925). 

3° The only important land victory, that by Jackson in New Orleans, was won 


after the peace treaty was signed. At the time of signature considerable areas of 
American territory were occupied by the enemy. 
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A new period of European war began in 1854. The Crimean 
War, fought in the Black Sea, did not put our policy of neu- 
trality to a severe test—although we dismissed the British 
minister over an argument concerning recruiting in American 
territory and refused to sign the Declaration of Paris at- 
tached to the peace treaty ending this war. Although the 
Declaration codified some of our principles of “freedom of 
the seas,” it did not go far enough. We wanted to retain the 
right to commission privateers—“the militia of the sea” 
(outlawed by the declaration)—unless capture of private 
property at sea, even of enemy property, were prohibited. 

The land wars of Italian and German nationality also gave 
our neutrality policy little trouble, partly because we were 
either getting ready for or fighting a serious war of our own. 
Incidentally, in the exigencies of the Civil War we found it 
expedient to whittle down certain of the neutral rights for 
which we had struggled during the Napoleonic period. British 
ships destined for the British West Indies and Mexico were 
captured and their cargoes condemned on the ground of 
“continuous voyage’ or “ultimate destination” to the 
blockaded Confederate territory. The Franco-Prussian War 
had the advantage of assuring the permanence of French 
withdrawal from Mexico, where Napoleon III had inter- 
vened during our Civil War. It gave rise to a discussion over 
the sale to persons alleged to be agents of France of war 
materials left from our Civil War. These wars were all of 
them brief and did not involve general hostilities at sea. 

The comparative peace from 1871 to 1914 made possible 
a continuance of belief in our policy of neutrality. The wars 
in the Near East between Russia and Turkey in 1878, be- 
tween Italy and Turkey in 1911, and among the Balkan 
powers in 1912-13, were fought mainly on land and did not 
touch our interests, nor did they tend to disturb the general 
balance of power. The Boer War was almost contemporary 
with our own war with Spain. It did not seriously disturb 
maritime commerce and did not affect our policy of neutrality. 
The Russo-Japanese War aroused more interest and President 
Theodore Roosevelt assisted in ending it, thus manifesting 
the active interest in the Far East which we had displayed 
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during the previous wars and interventions in this section 
of the world. But, upon the outbreak of the World War, 
through the long absence of serious tests neutrality had had 
an opportunity to become an American tradition. 

This review of history indicates that up to the World War 
American policy in the presence of European war was di- 
rected toward the two objectives of preserving American 
freedom to trade and travel at sea and of keeping out of the 
war. The dominant position of the first objective is indicated 
by the fact that we manifested a willingness to enter the war 
when belligerent activities seriously interfered with our claims 
of neutral rights—although it is to be observed that we 
habitually objected more strongly to interferences with “hu- 
man rights,” such as impressment of seamen or sinking of 
passenger vessels by submarines, than to interference with 
“property rights” by the extension of contraband lists or 
of blockades. Both in 1812 and 1917 we entered the war 
against the side that seemed to be interfering most with 
“human rights.” 

What has been our policy during and since the World 

War? As the World War progressed we were confronted 
by the same sort of problems which had arisen during the 
French Revolutionary and Napoleonic wars. We entered 
- into long diplomatic discussions with the belligerents over 
contraband, blockade, and continuous voyage, upon which 
our legal position was somewhat weakened by our own atti- 
tude during our Civil War. To these were added new con- 
troversies concerning mine fields, war zones, search of vessels 
at sea, and submarine activities. To these claims the belliger- 
ents retaliated by criticizing our own attitude on such mat- 
ters as the sale of munitions, the harboring of submarines 
and of armed merchantmen in port, and the regulation of 
cable and radio communication. 

As the propaganda of belligerents began to circulate, peo- 
ple began to find their sentiments engaged. Could one, as 
President Wilson, following President Washington, urged on 
August 18, 1914, be neutral in “‘thought as well as action’ ?3* 


3 In his farewell address Washington said: ‘Against the insideous wiles of foreign 
influence (I conjure you to believe me, fellow citizens) the jealousy of a free people 
ought to be constantly awake, since history and experience prove that foreign influ- 
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Many Americans gradually found themselves asking the 
government to favor one side or the other. Perhaps it was 
only in that way that civil dissension and strife could be 
avoided. The political and economic pressures for abandoning 
neutrality, referred to in the first part of this paper, grew in 
strength and attitudes began to change with respect to the 
moral character of neutrality. In 1917, Americans had re- 
called to them Mazzini’s statement that “neutrality in a 
war of principles is mere passive existence, forgetfulness of 
all that makes a people sacred, the negation of the common 
law of nations, political atheism .. . . adhesion to the word 
of Cain.”’3? The international lawyers remembered that 
Grotius had shown no enthusiasm for neutrality but had in- 
sisted that, in most wars, one belligerent was a criminal and 
should be treated accordingly by third states.33 President 
Wilson eventually accepted this view and called for action on 
the side of the angels—not only by the United States but by 
all the other neutrals. Most of the Latin American states 


ence is one of the most baneful foes of republican government. But that jealousy, 
to be useful, must be impartial, else it becomes the instrument of the very influence 
to be avoided, instead of a defense against it. Excessive partiality for one foreign 
nation and excessive dislike for another cause those whom they actuate to see danger 
only on one side, and serve to veil and even second the arts of influence on the other.” 
(Richardson, Messages, I, 222.) 

Wilson must have had this before him when he wrote: “I venture, therefore, my 
fellow countrymen, to speak a solemn word of warning to you against that deepest, 
most subtle, most essential breach of neutrality which may spring out of partisan- 
ship, out of passionately taking sides. The United States must be neutral in fact as 
well as in name during these days that are to try men’s souls. We must be impartial 
in thought as well as action, must put a curb upon our sentiments as well as upon 
every transaction that might be construed as a preference of one party to the struggle 
before another.” (Naval War College, International Law Documents [1916], p. 90.) 

32 Supra, n. 6. Westlake, International Law, II, 191, writes: “Neutrality is not 
morally justifiable unless intervention in the war is unlikely to promote justice, or 
could do so only at a ruinous cost to the neutral.” 

33 VanVollenhoven, The Three Stages in the Evolution of the Law of Nations (1919), 
pp: 11, 30; Grotius (De Fure Belli ac Pacis, 111, chap. xvii) writes: “It is the duty of 
those who stand apart from war to do nothing which may strengthen the side whose 
cause is unjust, or which may hinder the movements of him who is carrying on a just 
war; and in a doubtful case, to act alike to both sides.” See also isid., I, chap. v, 
sec. 2; II, chap. xx, sec. 40, par. 1, 4; chap. xxv, sec. 6. “The existence of a right” says 
Hall, “to oppose acts contrary to law and to use force for the purpose when infrac- 
tions are sufficiently serious, is a necessary condition of the existence of an efficient 
international law.” International Law (8th ed.), sec. 93, p. 342. See also Wright, 
American Political Science Review, XIII (November, 1919), 557. 
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responded either by war against Germany or partiality in 
favor of the Allies. China and Siam also declared war.34 

Then came the League of Nations with a limited effort to 
give effect to Grotius’ doctrine of the criminal nation. Solon 
is reported to have said: “That commonwealth is best ad- 
ministered in which any wrongs that are done to individuals 
are resented and redressed by the other members of the 
community, as promptly and as vigorously as if they them- 
selves were personal sufferers.’’35 On the safe principle it was 
proposed that all members of the League should act against 
the Covenant breaker, by commercial if not military pres- 
sure. There were holes in the Covenant. Legal wars might 
still occur because of the failure, during the prescribed time, of 
the pacific procedures provided in Article 12, or because of 
the right of self-enforcement of awards given by Articles 13 
and 1§. But, in most cases, hostilities would be in breach of 
the Covenant and the result would not be war but defense by 
the victim of aggression or police action by the League against 
the aggressor. 

The Geneva Protocol followed, with efforts to define ag- 
gression more completely, and though it was not ratified its 
principles have been given limited legal effect in the Locarno 
treaties and a broad moral effect through repeated reaffirma- 
tion by the Assembly of the League of Nations. Thus, within 
the League the initiation of aggressive war has become a 
crime, and a law and procedure are rapidly developing to 
determine who is the aggressor whenever hostilities exist. 
With such a situation the moral position of neutrality has 
been greatly weakened. A good citizen cannot be a wholly 
impartial spectator in the struggle of a highwayman with his 
victim or with a policeman. He may not be bound actively 
to assist the latter (though he probably is at common law),3° 
but he certainly must scrupulously refrain from giving any 


assistance to the highwayman. If not bound to become a 
34 See “War and Partiality Declarations,” Naval War College, International Law 
Documents (1917), especially United States’ request for neutrals to break relations 


with Germany, February 4, 1917, p. 224; and Percy A. Martin, Latin America and 
the War. 


3s Plutarch, Solon, sec. 18 quoted, Grotius, op. cit., I, chap. v, sec. 2. 
3 Dicey, The Law of the Constitution (8th ed.; 1915), pp. 493-94- 
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belligerent he must at least be partial toward the defenders 
of law and order.37 

The United States, however, rejected the Covenant and 
tried to revert to the traditional policy of neutrality. But 
this decision was by no means unanimously accepted by 
American opinion, and in 1928 the United States gave some 
recognition to the League’s principles by ratifying the Pact 
of Paris.3* Even before this, resolutions had been introduced 
in Congress favoring at least a negative participation by the 
United States in sanctions against a state which had violated 
an anti-war treaty. Congressman Burton’s resolution of 
December 5, 1927, declared it to be the policy of the United 
States to prohibit the exportation of arms and munitions to a 
country engaging in aggressive warfare contrary to its treaty 
obligations. Senator Capper’s resolution of December 16, 
1927, proposed that the United States enter into a treaty 
“to declare that the nationals of the contracting governments 
should not be protected by their governments in giving aid 
and comfort to an aggressor nation.”39 

That a policy of partiality against the Pact violator is per- 
missible among parties to that instrument seems clear from 
its text, and this interpretation was emphasized in the pre- 
liminary correspondence. M. Briand wished assurances that 
the Pact would not interfere with France’s capacity to carry 
out its obligations under Article 16 of the Covenant and Secre- 
tary Kellogg replied that the Covenant sanctions were only 

37 Grotius, supra, n. 33. 

38 The text and all pertinent documents concerning the making of the Pact are 
printed in the official publication referred to in note 26, supra. The effect of the 
Pact on neutrality was discussed by Secretary of State Stimson (“The Pact of Paris: 
Three Years of Development,” Foreign Affairs, Special Supplement, No. 1, Vol. XI, 
and United States Department of State Publication No. 357). See also Q. Wright, 
“Neutrality and Neutral Rights Following the Pact of Paris,” Proceedings, American 
Society of International Law, 1930, pp. 79-87; “The Meaning of the Pact of Paris,” 
American Fournal of International Law, XXVII (January, 1933), 39-61; and John 
B. Whitton, What Follows the Pact of Paris? “International Conciliation Pamphlet” 
(January, 1932), No. 276. 

39 These resolutions are printed and discussed in Q. Wright, The Future of 
Neutrality, “International Conciliation Pamphlet” (September, 1928), No. 242. 
See also Philip C. Jessup, American Neutrality and International Police, ‘World 
Peace Foundation Pamphlet,” Vol. XI (1928), No. 3; J. P. Chamberlain, The Em- 


bargo Resolutions and Neutrality, “International Conciliation Pamphlet” (June, 
1929), No. 251; and Whitton, sid. (January, 1932), No. 276. 
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applicable against a state which had gone to war in violation 
of its covenants and that such a state would necessarily have 
violated the Pact. “There can be no question as a matter of 
law that violation of a multilateral anti-war treaty through 
resort to war by one party thereto would automatically re- 
lease the other parties from their obligations to the treaty- 
breaking state.’’4° Thus parties to the Pact would be free 
to go to war or to take lesser economic measures against the 
Pact breaker. 

Secretary Kellogg, of course, did not assert that the United 
States would take such measures, but he recognized that they 
would be permissible under international law. This atti- 
tude receives legal support from the Preamble of the Thir- 
teenth Hague Convention of 1907, which permits a neutral 
to modify its neutrality regulations during a war when neces- 
sary for the protection of its own rights.# Clearly a neutral’s 
rights would be violated by a state which had gone to war 
contrary to an anti-war treaty to which that neutral state 
was a party. This position was indorsed in 1934 by the 
Budapest Articles of Interpretation of the Kellogg Pact# 
which provide: 


In the event of a violation of the Pact by the resort to armed force 
or war by one signatory state against another, the other states may, 
without thereby committing a breach of the Pact or of any rule of 
international law, do all or any of the following things: 

a) refuse to admit the exercise by the state violating the Pact of 
belligerent rights such as visit and search, blockade, etc.; 

4) decline to observe toward the state violating the Pact the duties 
prescribed by International Law apart from the Pact fora neutral 
in relation to a belligerent; 


c) supply the state attacked with financial or material assistance, 
including munitions of war; 


d) assist with armed forces the state attacked. 


4° See document cited, n. 26, supra, p. 58. 

J. B. Scott, The Hague Conventions and Declarations of 1899 and 1907 (New ~ 
York, 1915), p. 209. 

# International Law Association, Briand-Kellogg Pact of Paris, Articles of Inter- 
pretation as Adopted by the Budapest Conference, 1934, together with the report of 
the relevant proceedings, London, 1934. See also Wright, “The Meaning of the Pact 
of Paris,” American Fournal of International Law, XXVII (January, 1933), 57-61. 
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Secretary Kellogg did not explicitly assert that states en- 
gaged in coercion of a Pact breaker can interfere with the 
commerce of third states which do not choose to co-operate 
with them. It has, however, been recognized that the Pact 
implies at least a moral obligation on the part of its members 
not to object to the application of a “‘pacific” as well as a 
“war blockade” against their nationals provided the block- 
aded power is recognized to have violated the Pact. 

A memorandum on Article 16 prepared in 1927 by the 

Secretary General of the League recognized the traditional 
American attitude toward pacific blockades but pointed out 
that: 
.... third states may in fact be led, by their sense of the importance 
to the whole world of the observance of the methods of pacific 
settlement laid down by the Covenant, or by sympathy with the 
League’s attitude in the particular case, to acquiesce in the applica- 
tion of the pacific blockade to their own ships. 


Furthermore, 


it is clear that a third state would incur a great moral responsibility 
if it were to compel the members of the League to depart from the 
policy of seeking to secure the due observance of the Covenant 
without formal resort to war. 

Such an acquiescence in economic sanctions had been pro- 
posed in the Capper resolution, and on May 22, 1933, Am- 
bassador Norman Davis, American delegate at the Disarma- 
ment Conference, officially accepted this policy in case dis- 
armament agreements were concluded.#4 

In the event that the states in conference determine that a state 
has been guilty of a breach of the peace in violation of international 
obligations, and take measures against the violator, then, if we con- 
cur in the judgment rendered as to the responsible and guilty parties, 
we will refrain from any action tending to defeat such collective 
efforts which these states may thus make to restore peace. 


At about the same time the administration pressed vigor- 
ously for ratification of the pending arms embargo resolu- 


43 League of Nations, Reports and Resolutions on Article 16, p. 88 (see supra, n. 2). 


44 United States Department of State, Press Releases, May 27, 1933. Secretary 
Hull again approved this policy in his address February 16, 1935 (Department of 
State, Publication No. 707). 
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tion similar to the Burton resolution of 1927. This resolution, 
which had also been pressed by the Hoover administration, 
gave the president power: 


. after securing the co-operation of such governments as he 
deems necessary to prohibit the shipment of arms to any part of the 
world wherever such shipment might promote or encourage the 
employment of force in the course of a dispute or conflict between 
nations. 


Although approved by the House of Representatives, the 
Senate insisted on an amendment that “the embargo be 
applied impartially to all parties to the dispute or conflict 
to which it refers.” The administration refused to accept 
this proviso and the resolution has not been passed, although 
a special authorization to embargo arms to Bolivia and 
Paraguay during the Chaco war was passed on May 28, 
1934. The proclamation made by the President on the same 
day applied the embargo equally to both nations, but the 
resolution permits the President to prescribe “limitations 
and exceptions.’’45 


4. A PROPOSED POLICY WITH RESPECT TO NEUTRALITY 


A practical policy for today with respect to foreign war 
must take into consideration our traditional interests in (1) 
protecting the trade, travel, and territorial security of 
Americans in time of war and in (2) keeping out of the war. 
In the light of our indifferent success in achieving these ob- 
jectives in the past and the probably greater difficulty which 
present conditions of world-communication and economic 
interdependence will bring in the future, such a policy must 
also consider certain new interests developed from these new 
conditions. These include our interest manifested by initia- 
tion and ratification of the Kellogg Pact in (3) preventing 
war altogether. They also include our interest manifested by 
increasing participation in the major decisions of world- 
politics in (4) preventing the victory of a belligerent with 
aims likely to frustrate our conceptions of orderly progress. 


4s See Anne Hartwell Johnstone and Elizabeth Armstrong Hawes, Control of the 
Munitions Traffic, “National League of Women Voters Pamphlet” (1935), pp- 35 ff. 
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To achieve these ends, a policy directed toward the main- 
tenance of international stability not merely in time of war 
but at all times seems necessary. The outlining of such a 
policy cannot be gone into at this place, particularly as it has 
been dealt with in a statement to which the present writer 
subscribed in another “Public Policy Pamphlet” (No. 14). 
That statement proposed the following as a policy for the 
United States with respect to neutrality :*° 


1. That all procedure be subordinated to the development of the 
policy expressed in the Pact of Paris. 


2. That a general agreement be negotiated among the parties to 
the Pact of Paris, providing a procedure for immediate consultation, 
preferably through the instrumentality of the League of Nations, 
whenever violation of the Pact of Paris is threatened, with the object 
of preventing or stopping hostilities.4” 


3. That general agreements be concluded for the international 
control of and publicity regarding the manufacture and trade in 
arms in time of peace, and for an immediate embargo by all states 
upon the export of arms in an emergency situation to states which 
have broken or threatened to break the peace.* 


4. That a general agreement be negotiated according to which 
neutral states would agree to respect sanctioning measures taken by 
groups of states against a state found, after due consultation, to be 
engaged in hostilities contrary to the Pact of Paris; and to raise the 


4% dn American Foreign Policy, toward International Stability, a memorandum 
prepared under the auspices of the Norman Wait Harris Memorial Foundation, 
“Public Policy Pamphlet” (November, 1934), No. 14, pp. 13, 23, 26, 32. 


47 The United States has concluded a number of agreements for international 
consultation in emergencies. See Anne Hartwell Johnstone, The United States and 
the Principle of International Consultation, “League of Women Voters Pamphlet on 
Current International Problems” (1934). 


48 Many neutrals actually imposed embargoes upon the outbreak of the World 
War on trade with belligerents in arms and munitions and in some instances many 
other commodities. See Brazil, Neutrality Rules, August 4, 1914, Naval War Col- 
lege, International Law Documents (1916), p. 10; and export restrictions by Den- 
mark, Netherlands, Sweden, Switzerland, Greece, isid. (1915), pp. 33-56. An Ameri- 
can law of 1922 authorizes the president to impose an arms embargo in case of domes- 
tic violence in American countries or countries where the United States exercises 
extraterritorial jurisdiction. See Chamberlain, Embargo Resolution and Neutrality, 
“International Conciliation Pamphlet” (June, 1929), No. 251, p. 276 ff. 
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arms embargo in behalf of a state found as a result of consultation 
to be the victim of aggression.” 


This program is believed to be wholly compatible with the 
existing international law on the subject of neutrality, in so 
far as the belligerents are parties to the Pact of Paris. If 
achieved, however, it would change the pre-war American 
policy of neutrality in that it would subordinate strict im- 
partiality toward all belligerents as well as the promotion of 
the trading interests of American nationals to the prevention 
of war. 

As has been noted, the policy of strict impartiality has not 
served to keep the United States out of war, and it has been 
considered by both statesmen and jurists incompatible with 
the spirit of the Pact of Paris, as well as with the terms of the 
League of Nations Covenant, in cases where one of the bel- 
ligerents has been found to have gone to war contrary to these 
instruments and the other is an innocent victim of such ag- 
gression. 

It seems doubtful whether a derogation from the rule of 
strict impartiality if entered into in combination with most of 
the other states of the world would be any more likely to 
draw the United States into the war than would adherence to 
the old policy. In fact, a policy of co-operation with the other 
powers interested in preventing or stopping the war would 
seem to offer greater security against such a misfortune than 
would a wholly independent policy. The latter might make 
the United States a special target of displeasure not only by 
one or both belligerents but also by other powers seeking to 
give effect to a policy of sanctions against war. 

The policy here proposed contemplates complete im- 
partiality toward the belligerents until one of them has been 
found to have violated the Pact of Paris. This finding would 

49 During the World War a number of neutrals modified their regulations so as to 
favor the Allies without thereby becoming belligerents. See notes and decrees, 
Naval War College, International Law Documents (1917): Costa Rica (p. 77); 
Guatemala (p. 162); Peru (p. 197)5 Salvador (p. 210); Uruguay (p. 249); and 
ibid. (1918), p. 11. Such expressions as “benevolent neutrality” and “friendly neu- 
trality”’ were used. The index of the Naval War College publication uses the expres- 


sion “partiality” and “qualified neutrality.” See also Wright, The Future of Neu- 
trality, “International Conciliation Pamphlet” (September, 1928), No. 242, pp. 369 ff. 
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result from a consultation in which the United States partici- 
pated; thus, only after we had acknowledged such a violation 
would we discriminate. 

The initial policy, however, although impartial, would 
differ from that which we have traditionally followed in that 
we would immediately impose an embargo upon trade in arms 
and munitions to both belligerents, but only in case agree- 
ment to that effect had been made by all other states of im- 
portance in this connection. While the opportunity for Ameri- 
can arms and munition makers to make money on foreign 
war would thus be restricted, they would not be making a 
sacrifice for the benefit of arms makers of other states. It 
may be doubted whether the economic sacrifice of the Ameri- 
can business interests would in fact be very great. The arms 
trade would probably have to be financed in large part by 
American credits, which might not be paid in all instances. 
Even if the arms makers themselves were paid, other national 
economic interests or the general taxpayer might have to bear 
the burden of subsequent defaults by the belligerents. 

The Nye arms and munitions investigation, not to mention 
the earlier investigation of the operations of William B. 
Shearer during the Geneva Disarmament Conference in 1927, 
has produced ample evidence of the peace-disturbing activi- 
ties of the arms and munitions industry, especially in times 
of depression. By its authorization of the Chaco embargo, 
Congress has clearly indicated its opinion that embargoes in 
such crises promote the cause of peace. 

Congress has not committed itself with respect to the value 
in preventing war of international consultation, of discrimi- 
nation in applying the arms embargo, and of withholding 
diplomatic assistance from Americans who have attempted to 
violate sanctioning measures after the aggressor has been 
identified. Both the Hoover and Roosevelt administrations 
have, however, accepted these procedures, not only as of 
value in the cause of peace but as necessary implications of 
the Pact of Paris. These steps, therefore, far from being 
novel, have in large measure been accepted by the responsible 
spokesmen of the American government. 

It may be noted that the problem of identifying the ag- 
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gressor has not in practice proved difficult of solution, if the 
conception is made to turn not upon the merits of the contro- 
versy between the belligerents but upon the willingness of the 
belligerents to stop fighting after international consultation 
has begun. If one combatant accepts an armistice proposed 
by the consulting states and the other declines, the aggressor 
has declared himself—as did Japan in the Manchurian dispute 
and Paraguay in the Chaco dispute. If, on the other hand, 
both belligerents accept such an armistice, a commission dis- 
patched by the consulting states to the spot can readily de- 
termine which, if either, is failing to withdraw its troops ac- 
cording to the terms of that instrument. If both accept the 
armistice and both withdraw their troops, fighting will obvi- 
ously cease and a determination of the aggressor for the pur- 
pose of applying sanctions becomes unnecessary. The ques- 
tion of damages can be settled by subsequent arbitration 
guided by the established principles of responsibility under 
international law. 

It has been suggested that an embargo might be applied 
not only to arms and munitions but to loans, or even to all 
trade. The latter policy was to be applied to both of the bel- 
ligerents by the Embargo of 1807 and to only the delinquent 
belligerent by the Non-Intercourse Acts of 1809 and 1810, 
as well as by Article 16 of the League of Nations Covenant. 
There would, of course, be nothing in the policy here proposed 
to prevent the United States from imposing more extensive 
trade restrictions in a particular crisis, either as a matter of 
individual policy or as a result of international consultation, 
but the elaboration of such a policy in advance appears im- 
practicable. The burden of a general embargo might in some 
circumstances be more severe upon the economic life of the 
United States than upon that-of the belligerents. Humani- 
tarian considerations with reference to the food supply of 
civilian populations would also arise. Nor can it be assumed 
that a complete cutting off of economic relations with the bel- 
ligerents, even if applied impartially, would guarantee the 
United States against being drawn into the war. Such a policy 
would, in fact, assure that powerful economic interests within 
the country would be injured by the embargo and would 
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bring pressure to have it modified, as was the case before the 
War of 1812. A policy of bargaining for commercial con- 
cessions with the belligerent that controlled the seas, or 
acquiescing in the seizure and purchase of cargoes by that 
belligerent, would certainly be resented by the other bel- 
ligerent and by neutral sympathizers with its cause. Such a 
policy would also dangerously subordinate broad national 
and world interests to the profit of a limited class. 

It is believed that the policy here proposed would be a 
genuine contribution both to the prevention of war and to 
the prevention of victory by an aggressor nation. At the same 
time, it would impose no obligations upon the United States 
either to enter a foreign war or to take measures drawing it 
into such a war. The United States could remain “‘neutral”’ 
in the broad sense of the term and would discriminate in its 
behavior toward the belligerents only in collaboration with 
other states and on the basis of treaties accepted by the state 
against which the discrimination was directed. The trade of 
American nationals would be restricted only in respect to 
arms and munitions and in respect to sanctioning measures 
undertaken by other states against belligerents whom we had 
acknowledged to be at war in violation of the Pact of Paris. 
Such a sacrifice of trade, if, indeed, it proved to be a sacrifice 
at all, would seem to be more than compensated by the sup- 
port which these measures would give to our interest in the 
general preservation of peace. While there is no necessary 
conflict between a policy of remaining neutral and a policy 
of preserving peace there is a difference of emphasis. America 
must choose whether its primary policy is to avoid war or to 
prevent war. In the light of its interests and its commitments 
the prevention of war should come first. 
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